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GRAPHIC OUTLINE OF THE IAS COURSE 


To prepare each student for his specific vocational objective, LAS offers an 
elective program covering a wide range of accounting and allied subjects. 





A thorough foundation in Accounting Elements and General Accounting is acquired 


through completion of the first 40 assignments. The student then selects from the elec- | 


tives* shown on the chart those leading to his immediate job-objective. 
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*An elective consists of 10, 20, or 30 comprebensive study assignments, as indicated by the length of the bar on the chart. 


Thus the IAS elective program enables the student to progress directly to his specific goal. 
Then, through the Life Scholarship Privilege earned by each Diploma Course (90 assign- 
ments) Graduate, the IAS student can broaden his knowledge of accounting and manage- 
ment through study of any, or all, of the other electives, at no additional cost. 


The school’s 24-page catalogue is available free upon request. Address 
your card or letter to the Secretary, LAS, at the address below. 


A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD : CHICAGO 6, ILLINOIS 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 
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ends dunk filling 





CValtonal Accounting Machines save us $54,000 
a year... return 120% annually on our investment!” 


W. A. SHEAFFER PEN CO., Fort Madison, lowa 


“We purchased our first Nationals 27 years ago and have 
expanded their use as new models were developed. 
“We now use National Accounting Machines for Ac- 
counts Receivable, Accounts Payable, Payroll, Labor 
Distribution, and General Ledger Posting, as well as a 
variety of accounting reports. 

“We estimate that our Nationals (which cost $44,000) 
save us $54,000 a year. Thus savings repay the entire 
cost every 10 months—an 
annual return of 120% 
on our investment.” 








Vice President & Treasurer 


THE NATIONAL CASH REGISTER COMPANY, varron 9, ono 


949 OFFICES IN 94 COUNTRIES 


In your business, too, National 
machines will pay for themselves 
with the money they save, then 
continue savings as annual profit 
Your nearby National man will 
gladly show you how. 








*TRAOE MARK REO VS. PAT OFF. 
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THE PRESIDENT’S PAGE 


IX the constant drive for efficient operations and maximum profits, 
management's major problem is concerned with the selection and 
training of personnel. There is a never-ending search for people who 
possess executive potentialities, as well as for those who will * groomed 
to occupy positions of lesser rank. 








While plant, equipment and materials may meet ideal specifica- 
tions, a business will not operate without people and it will not operate 
well unless the people, from top management down, have the quali- 
fications to handle their assignments in a creditable manner. Tre- 
mendous amounts are being spent on special training programs designed 
to expedite the development of employees for positions of greater re- 
sponsibility. 

It is suggested that the internal auditor can assist management to 
attain its personnel objectives in at least three ways: 


First, many auditors are required or invited to report on employee 
performance. While it is not feasible for the auditor to evaluate em- 
ployees across the board in a large organization, he does have an excel-- 
lent opportunity, during his verification and appraisal work, to notice 
and hear about employees who stand out because their work perform- 
ance is either superior or very unsatisfactory. This valuable informa- 
tion can be passed along to management for use in connection with 
decisions relative to promotions, dismissals, transfers, or selecting peo- 
ple for additional training. 


Second, the auditing department in some companies is used as a 
training ground for junior executives. It has been discovered that prom- 
ising young men can acquire an overall perspective of the total busi- 
ness function quicker by working with the auditors who perambulate 
through all departments. 


Third, by the careful selection and training of his own staff, the 
head of the auditing department will be assisting in the development of 
men who will not only become more efficient auditors, but may eventu- 
aly be chosen for important operating positions. As part of the train- 
ing program, consideration might well be given to the value of a Junior 
Membership in Tue InstirutTe or INTERNAL Auptrors for the ambi- 
tious young junior of demonstrated ability. Attendance and partici- 
pation at chapter meetings will enrich his knowledge and broaden his 
vision, thereby speeding up his development with profit to the indi- 


vidual and his company. 
. ae —Henry Davinson. 











IMPACT OF THE 1954 REVENUE 
CODE* 


By LOUIS E. HANSON 


Comptroller, Socony-Vacuum Oil Co. 





The sweeping revisions of the 1954 Revenue Code have been the 
subject of numerous meetings and discussions. Sections which present 
new opportunities — and new problems — are those which pertain to 
reserves for estimated expenses and the various plans of providing for 
depreciation. 





HE discussion in this article must be more or less tentative because, 
T up to now, official regulations and interpretations dealing with 
the new Revenue Code have not been published by the Commissioner of 
Internal Revenue. 


Since it is impossible to cover all the phases of the new Revenue 
Code in one article, this discussion will be limited to Section 462 which 
permits reserves for estimated expenses, and Section 167 which deals 
with some new concepts of deductions for depreciation. 


RESERVES FOR ESTIMATED EXPENSES, ETC. 
UNDER THE INTERNAL REVENUE CODE OF 1954 


As you know, Section 462 of the new Revenue Code provides that 
reserves may be created for estimated expenses, etc. This section states: 


(A) GENERAL RULE 


In computing taxable income for the taxable year, there shall be 
taken into account (in the discretion of the Secretary or his delegate) 
a reasonable addition to each reserve for estimated expenses to which 
this section applies. 


(B) ADJUSTMENTS WHERE RESERVE BECOMES EXCESSIVE 


If it is determined that the amount of any reserve for estimated 
expenses to which this section applies is (as of the close of the taxable 
year) excessive, then (under regulations prescribed by the Secretary or 
his delegate) such excess shall be taken into account in computing tax- 
able income for the taxable year. 





*Delivered at meeting of New York Chapter. 
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(C) ESTIMATED EXPENSES TO WHICH THIS SECTION APPLIES 
(1) Election of Benefits 

This section shall apply to estimated expenses if, and only if, the 
taxpayer makes an election under this section with respect to the trade 
or business to which such expenses are attributable. The election shall 
be made in such manner as the Secretary or his delegates may by regu- 
lations prescribe. No election may be made with respect to a trade or 
business if, in computing taxable income, the cash receipts and disburse- 


ments method of accounting is used with respect to such trade or busi- 
ness. 


(2) Scope of Election 


An election made under this section shall apply to all estimated 
expenses attributable to the trade or business. 


(3) When Election May Be Made 
(a) Without Consent 


A taxpayer may, without the consent of the Secretary or his 
delegate, make an election under this section for his first taxable 
year (1) which begins after December 31, 1953, and ends after 
the date on which this title is enacted, and (2) for which there 
are estimated expenses attributable to the trade or business. Such 
an election shall be made not later than the time prescribed by 
law for filing the return for such year (including extensions there- 


of.) 
(b) With Consent 


A taxpayer may, with the consent of the Secretary or his dele- 
gate, make an election under this section at any time. 


(D) ESTIMATED EXPENSE DEFINED 
(1) General Rule 


For purposes of this section, the term “estimated expense” means 
a deduction allowable by this subtitle— 


(a) part or all of which would (but for this section) be required 
to be taken into account for a subsequent taxable year. 


(b) which is attributable to the income of the taxable year or 
prior taxable years for which an election under this section 
is in effect; and 


(c) which the Secretary or his delegate is satisfied can be estimated 
with reasonable accuracy. 
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(2) Exceptions 
The term “estimated expense” does not include— 


(a) any deduction attributable to income taken into account in 
computing taxable income for taxable years preceding the 
first taxable year for which the election is made; 

(b) any deduction attributable to prepaid income to which section 
452 applies by reason of an election made under such section 
by the taxpayer; or 

(c) any deduction allowable under section 166 (relating to bad 


debts). 


(E) SPECIAL RULE FOR DEDUCTIONS ATTRIBUTABLE TO PERIOD BEFORE 
ELECTION 


Any deduction attributable to income taken into account in com- 
puting taxable income for taxable years preceding the first taxable year 
for which the election is made shall be allowable in the same manner 
and to the same extent as if this section had not been enacted. 


* * > 


It is apparent from the foregoing that a taxpayer, if keeping ac- 
counts on an accrual basis, is permitted to deduct from his taxable in- 
come additions to a reserve for estimated expenses, provided that: 


“The Commissioner is satisfied that the expenses can be estimated 
with reasonable accuracy.” 


It is most difficult to determine a taxpayer’s position or what ac- 
tion should be taken with respect to the provisions under this section 
until final regulations are available, but if the regulations follow the 
philosophy of the Committee, as stated in its report, it would appear 
that: 


“A reserve is to be considered reasonably estimated when it is 
based on reliable data or statistical experience of the taxpayer or 
of others under similar circumstances.” 


I believe that in view of the foregoing — and because of other data 
contained in the Committee report — costs and expenses of a contin- 








MR. HANSON was born in Norway and came to the United States at the age 
of fifteen. After graduating from high school and completing courses in accounting, 
commercial law and finance, he entered hotel management. In 1922 he became asso- 
ciated with Arthur Young & Company as a junior partner and chief of staff of their 
offices in Kansas City, Missouri; later joined the White Eagle Oil Corporation as 
Secretary, Comptroller and member of the Board of Directors. In 1935 he came to 
New York as Assistant Comptroller of Socony-Vacuum and is now Comptroller of that 
company. 


Mr. Hanson is a Certified Public Accountant, a member of the American Insti- 
tute of Acountants and the Controllers Institute of America. 
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gent nature are excluded. Only the costs and expenses which can be 
estimated with a reasonable certainty of amount can be considered. 


Based on the Committee reports, it would appear that the follow- 
ing costs and expenses are typical of those which would come within 
the scope of the new provisions: 

1. Audit fees 

2. Legal expenses 

3. Cash discounts 

4. Repairs and replacements under guaranty or warranty 
5. Deferred repairs and maintenance 
6. Sales returns and allowances 

7. Freight allowances 

8. Quantity discounts 

9. Vacation pay 
10. Self-insured injury and damage claims 
11. Pay and other termination allowances 


At this time I should call your attention to one section of the 
Code which I think is very important; that is, Item (c) (2) of Section 
462, which states with respect to scope of election: 


“An election made under this section shall apply to all estimated 
expenses attributable to the trade or business.” 


It would appear from the above that if a taxpayer elects to take 
advantage of the provisions under Section 462, he must comprehend all 
estimated expenses of the business. 


What would happen, under this provision, if four or five years 
after filing the returns a revenue agent, in examining the tax returns, 
should discover one or more items of costs and expenses for which esti- 
mates had not been made? Would all estimates be disallowed, or would 


he permit the taxpayer to include estimates for the items not compre- 
hended previously? 


I hope that if questions such as the one just presented are not an- 
swered by official regulations, revenue examiners will be permitted to 
make decisions based on the merits of each case. 


I believe that, based on the new Revenue Code, taxpayers who take 
advantage of the new provisions will secure the benefit of double deduc- 
tions in the year of election; that is, for the expenses incurred in the 
year in which the expense was paid or incurred and, in addition, a rea- 
sonable reserve for costs and expenses estimated to be incurred in sub- 
¢ quent years. 

For this reason, it is very important that we all study our individ- 
ual situations and be in full possession of all facts necessary to make 
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a determination and recommendation to management as to the advisa- 
bility of using the reserve method. We should determine: 

The kind of estimated expenses involved 

The amount to be set up under the reserve method 

The effect on earnings 

The impact on the company’s cash position 

The attitude of outside public accountants 


Fe opPe 


You, gentlemen, in your capacity as internal auditors, should play 
a significant part in this activity and work closely with the comptrol- 
ler’s office in determining the various kinds of costs and expenses for 
which reserves may be created under the provisions of Section 462. 


DEPRECIATION UNDER THE INTERNAL REVENUE 
CODE OF 1954 


I presume all you gentlemen have had an opportunity to study 
the section of the new Revenue Code dealing with depreciation plans 
which may be adopted beginning with 1954; also, that you have had 
an opportunity to read the proposed regulations, which, I believe, will 
be prescribed by the Commissioner of Internal Revenue. These regula- 
tions were published in the “Federal Register,” Volume 19, dated Tues- 
day, September 28, 1954. 


METHODS OF COMPUTING DEPRECIATION 


The proposed regulations stipulate that any reasonable and consis- 
tent method may be used or continue to be used in computing deprecia- 
tion under Section 167. Whatever method is adopted, due regard must 
be given to operating conditions during the taxable period. 


The reasonableness of any claim for depreciation must be deter- 
mined upon the basis of conditions known to exist at the end of the 
period for which the return is made. The regulations contain lengthy 
discussions of the various factors involved, but I believe it is sufficient 
to state that for taxable years ending after December 31, 1953, a reason- 
able allowance for depreciation, if computed in accordance with regula- 
tions prescribed by the Secretary or his delegate, should prove to be 
acceptable. 


The Revenue Code provides four methods for determining the an- 
nual amount of depreciation, namely: 
The straight line method 
The declining balance method 
The sum of the year’s digits method 
Any other consistent method productive of an annual allow- 


-* oo > 
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ance which, when added to all allowances for the period com- 
mencing with the taxpayer's use of the property, does not dur- 
ing the first two-thirds of the useful life exceed the allowances 
computed under No. 2 above. 


In considering the liberalized depreciation methods, some import- 

ant points must be remembered; namely: 

1. Liberalized depreciation methods may be utilized for the first 
time for taxable years ending after December 31, 1953. 

2. The new methods apply only to that portion of the property 
which is attributable to construction, reconstruction or erection 
after December 31, 1953. 

3. None of the liberalized methods are permissable unless a prop- 
erty has a useful life of at least three years. 

4. Any depreciation method other than the declining balance and 
the sum of the year’s digits method carries with it the limitation 
that during the first two-thirds of the useful life of the prop- 
erty these methods cannot yield a greater depreciation reserve 


than would have resulted if the declining balance method had 
been used. 


I want to remind you, also, that the Congressional Record states 
clearly that only a taxpayer who maintains subsidiary property and 
depreciation records by year of acquisition, in addition to the group 
account, will have sufficient information to determine: 

1. The year in which the last survivor of a given year’s acquisi- 

tions is retired, and 


2. The unrecovered cost of that year’s acquisition. 


From this it is clear that the adequate property records must be 
established. Unless this is done and property is retired before being 
fully depreciated, the company will have an unrecoverable loss for tax 
purposes. 


Another problem must be considered in connection with deprecia- 
tion methods; that is, we cannot assume that all the states will permit 
the use of liberalized depreciation methods. Under present laws some 
states will permit only the straight line depreciation method, and some 
states will permit the same basis used for Federal Income Tax pur- 
poses only if the amount of depreciation claimed in tax returns is re- 
corded on the books of the company. 


ACCOUNTING PROBLEMS 


It is apparent from the foregoing that, if a liberalized depreciation 
method is adopted, the comptroller’s organization of a company must 
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face tremendous accounting difficulties and may be forced to incur sub- 
stantial additional costs. To illustrate what it may mean to our company 
were we to adopt, say, the declining value method, we would have to 
divide depreciable property as follows: 


1. 


2. 


Property certified as emergency facilities, the investment be- 
ing recoverable over a period of five years or sixty months. 
Property attributable to construction prior to December 31, 
1953, which would have to be treated the same as in the past. 
In our case, we have been using the straight line method. 
Property attributable to construction beginning January 1, 
1954, which would be depreciated under the declining balance 
method. 


To protect properly the company’s interest, it would be necessary 
to maintain four separate property records and four separate deprecia- 
tion reserve records. These records would contain: 


1. 


2. 


Fixed assets and reserves for properties acquired prior to 
December 31, 1953. 

Fixed assets and reserves pertaining to properties subject to 
accelerated amortization under necessity certificates. 

Fixed assets and reserves covering new assets acquired begin- 
ning January 1, 1954, by year of acquisition. 

Total fixed assets and depreciation reserve which would be re- 
quired for annual reports to stockholders, the Securities and 
Exchange Commission, for retirement purposes, etc., etc. 


TAX POSITION UNDER NEW METHODS 


In my Opinion, the two most interesting liberalized depreciation 
methods are: 


1. 


2. 


The declining balance method, which permits using a rate not 
exceeding double the straight line when first commenced. 
The sum of the year’s digits. Under this method, the rate for 
any year consists of a fraction, the numerator of which is the 
number of the year taken in reverse order and the denominator 
of which is the sum of the numbers representing the remaining 
years of life. This latter method is somewhat more liberal than 
the declining balance method, but it does not permit a taxpayen 
to change his procedure in subsequent years without the con- 
sent of the Treasury Department and, in addition, estimates 
must be made of ultimate salvage values. 


If a declining balance method is used, changes may be made any 


time the taxpayer desires. It would appear that because of this flex- 
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ible provision, coupled with the relatively small and temporary ad- 
vantages of the sum of the year’s digits method, many taxpayers will 
hesitate to elect the latter method. 


Irrespective of what method of depreciation is adopted under the 
new Revenue Code of 1954, it is imperative that the comptroller’s or- 
ganization make doubly sure that records are set up in a manner which 
will adequately protect the company’s interests. 

You may wel! ask at this point: 

“If the adoption of any of the new liberalized methods are going 

to be such a nightmare to the Comptroller’s organization and if 

it will result in substantial additional costs and expenses, why 
would a change be considered?” 

I think the t 2st way to answer such a question is to present a brief 
table indicating a comparison of the straight line method versus the de- 
clining balance method. You all know that the declining balance method 
will accumulate depreciation on property equal to about 65% of the 
cost of the assets when one-half of the estimated service life of the asset 
has expired. This is reflected by the data presented in Exhibit A attached 
to this memorandum. 

In this exhibit we show the total amounts of expenditures for the 
first year, together with the annual depreciation on the two above-men- 
tioned methods. The facilities selected for the purpose of this computa- 
tion have been estimated to have a total useful service life of 15 years. 
The exhibit shows that at the end of the seventh year the straight line 
method has produced a reserve of 49% of the total cost, whereas the 
diminishing value basis has accumulated a reserve of 65%. 


This exhibit shows further that in the eighth year the taxpayer 
should change from the declining value to the remaining useful life 
basis, because, beginning with that year, depreciation under the declin- 
ing balance would be less than by reverting to the straight line method. 

Let us progress one step further and consider the financial aspect of 
the straight line versus the declining balance method. In this connec 
tion, I have prepared and attached as Exhibit B a statement based on 
the following premises: 

1. That a company will have capital expenditures of over a hun- 

dred thousand dollars per annum. (This is easily converted 
into a million, fifty million or a hundred million.) 


to 


I considered that the life of these assets would average about 
20 years. 

Before discussing this exhibit, I must call your attention to the 
fact that I did not take into account the effect of retirements during the 
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years before the asset had served out its useful service life. Obviously, 
if retirements were taken into account, it would change the figures on 
the exhibit, but without detailed computation, I’m inclined to believe 
that it would result in a greater rather than lesser deduction, particular- 
ly if each class and item of asset were maintained separately on the 
books of accounts of the company. 


Let us now refer to Exhibit B. From the statement it will be noted 
that each year the Income Tax deferment increases until at the end 
of the 15th year the tax deferment is in excess of the annual capital 
expenditures. 


What does it mean? It means that a company would have had 
available cash in increased amounts each year for reinvestment pur- 
poses and thus be in a position to increase its earning power. 


You can readily see that if a company is able to retain in its busi- 
ness approximately those amounts shown on the schedule, it will derive 
real benefits from the use of the liberalized depreciation methods per- 
mitted under Section 162. 


Time will not permit me to cover this subject in all of its phases, 
but I hope that these highlights may prove to be of help in solving some 
of your problems. When the final regulations are published, we will be 
in a better position to judge what course should be followed and the 
kind of records which must be maintained to protect fully your com- 
pany’s interests. 


When considering the potential amounts of cash funds which may 
be made available under the liberalized methods, I think you will agree 
that a company cannot afford to ignore them. I make this statement 
because I fully believe the advantages to be gained will far outweigh 
any additional expense and that a Comptroller’s organization, with the 
aid of its internal auditors, will find ways and means to establish ade- 
quate and satisfactory records at a minimum cost. 
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EXHIBIT A 
XYZ COMPANY 
ESTIMATED ANNUAL DEPRECIATION—STRAIGHT LINE VS. 
DIMINISHING VALUE 
BASED ON 1954 CAPITAL EXPENDITURES OF $28,974 HAVING AN 
AVERAGE ESTIMATED SERVICE LIFE OF 15 YEARS 


Annual and Per cent of 
Cumulative Investment 
Investment Position Depreciation Recovered 
Year St. Line D. Value Si. Line D. Value St. Line D. Value 


Beginning $28 974 $28 974 $ - $ — 
1 2 028 4 056 2 028 4 056 
26 946 24 918 2 028 4 056 7% 14% 
2 2 028 3 489 2 028 3 489 
24 918 21 429 4 056 7 54% 14% 26% 
3 2 028 3 000 2 028 3 000 
22 890 18 429 6 084 10 545 21% 36% 
+ 2 028 2 580 2 028 2 580 
20 862 15 849 8 112 13 125 28% 45% 
5 2 028 2.219 2 028 2 219 
18 834 13 630 10 140 15 344 35% 53% 
6 2 028 1 908 2 028 1 908 
16 806 11 722 12 168 17 252 42%, 60% 
7 2 028 1 641 2 028 1 641 
14 778 10 081 14 196 18 893 49%, 65% 
8 2 028 1 411 2 028 1 411° 
Ending $12 750 $ 8 670 $16 224 $20 304 56% 70% 


*This illustration has not been carried beyond the eighth year, because beginning 
with that year it would be to the Company’s advantage to revert to the straight line 
method and depreciate the unrecovered portion of the properties over their remain- 
ing useful service lives. 


Nore: Retirements have not been considered in the above tabulation. 
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EXHIBIT B 
XYZ COMPANY 
ANNUAL AND ACCUMULATED DEPRECIATION 
BASED ON CAPITAL EXPENDITURES OF $100,000 PER ANNUM— 
NORMAL SERVICE LIFE 20 YEARS OR 5% PER ANNUM 


D. V. Annual Accumulated 
End Accumulated Depreciation Depreciation Reserve Income 
of Capital Depreciable Normal Declining Normal Declining Excess of Tax 
Year Expenditures Net Balance Rate Value Rate Value Normal Deferment 


1 100 000 100 000 5 000 10 000 5 000 10 000 5 000 2 700 
200 000 190 000 10000 19 000 15 000 29 000 14 000 7 600 


3 300 000 271 000 15 000 27 100 30 000 56 100 26 100 14 100 
+ 400 000 343 900 20 000 34400 50000 90500 40500 21 900 
} 500 000 409 500 25 000 41 000 75 000 131 500 56500 30 500 
6 600 000 468 500 30 000 46 900 105 000 178 400 73400 39 600 
7 700 000 521 600 35 000 52 200 140 000 230 600 90 600 48 900 
8 800 000 569 400 40 000 56 900 180 000 287 500 107 500 58 000 


9 900 000 612 500 45 000 61 300 225 000 348 800 123 800 67 900 


10 1 000 000 651 200 50000 65 100 275 000 413 900 138 900 75 000 
11 1 100 000 686 100 55 000 68 600 330 000 482 500 152 500 82 400 
12 1 200 000 717 500 60000 71 800 390 000 554 300 164 300 88 700 
13 1 300 000 745 700 65 000 74 600 455 000 628 900 173 900 93 900 
i4 1 400 000 771 100 70000 77 100 525 000 706 000 181000 £97 700 
15 1 500 000 794 000 75 000 79 400 600 000 785 400 185 400 100 200 
16 1 600 000 814 600 80 000 81 500 680 000 866 900 186 900 100 900 
17 1 700 000 833 100 85 000 3 300 765 000 950 200 185 200 100 100 


Nore: Retirements have not been considered in the above tabulation. Income tax 
deferment based on consolidated returns rate of 54%. 





ORGANIZATION AND ADMINISTRATIVE 
POLICIES OF AN INTERNAL AUDIT 
DEPARTMENT” 


By H. E. ALSPACH 
General Auditor, Ford Motor Company 


One of the most valuable ways of appraising one’s own activities 
is by comparison with the similar activities of others. This account of 
the organization and administration of the internal audit department 
of a large company is interesting in itself and valuable as a basis of such 
comparison. 


HE distinguishing characteristics of internal auditing are well sum- 

marized in a release by our own Instirute entitled “Statement 
of Responsibiiities of the Internal Auditor.” Undoubtedly most of you 
are familiar with this definition which reads as follows: 


“Internal auditing is the independent appraisal activity within an 
organization for the review of the accounting, financial, and other oper- 
ations as a basis for protective and constructive service to management. 
It is a type of cc atrol which functions by me.suring and evaluating the 
effectiveness of other types of control. It deals pr/marily with accounting 
and financial matters but it may also prope:ly deal with matters of an 
operating nature.” 


I think you will all agree that the attainment of these objectives 
is dependent upon the effective organization of the internal audit de- 
partment and the development of sound administrative policies within 
that department. This is a subject that should not be discussed in ab- 
stract terms. Rather, it would be much more interesting to present 
the modus operandi of a particular internal audit department. There- 
fore I shall confine myself largely to telling how we do the internal 
audit job at Ford. 


I should like to emphasize at this point that we do not claim that 
our organization and administrative policies are ideal. However, we do 
feel that internal auditing as developed in the Ford Motor Company 
is of a type well suited to a large industrial enterprise and is of signifi- 
cant service to management. 


*Delivered at meeting of Twin Cities Chapter. 


17 








18 The Internal Auditor 


You may be interested to know the nature of our “Charter” within 
the Company, i.e., the authority by which the General Auditor’s Office 
operates. The responsibilities assigned to the General Auditor’s Office 
are consistent with the concepts and standards prescribed by Tue Inst1- 
TUTE and are outlined in the Company’s Organization Manual as fol- 
lows: 

“1. Develop and conduct an internal auditing program, compris- 
ing the systematic examination of accounting methods and 
related procedures and the verification of records and financial 
statements on a Company-wide basis, to assure that the finan- 
cial condition and operations of the Company are accurately 
and uniformly reported. 

Determine whether established financial and accounting polli- 

cies and procedures are being observed, and if adequate con- 

trols and reports are maintained on all Company assets and 
operations. 

“3. Recommend revisions in accounting policies, procedures, con- 
trols, and related matters, where such revisions will improve 
the accuracy or value of records and reports required in mea- 
suring the Company’s financial status and operating results. 

“4. Prepare and submit reports of audits conducted under the 
Company-wide internal auditing program, and review reports 
of remedial action taken thereon. 

5. Functionally supervise the internal auditing activities of the 
divisions, including the scheduling and scope of divisional 
audits in order to assure maximum effectiveness in audit cov- 
erage. 

“6. Coordinate internal auditing activities with outside auditors 

engaged by the Company.” 


ORGANIZATION 


Before describing the methods by which these functions are car- 
ried out, it might be helpful to outline briefly the organizational pat- 
tern followed in Ford Motor Company and to define the status of the 
internal auditing activity within the Company. Ford operates under a 
decentralized form of organization on a staff and line basis. The General 
Auditor’s Office is a staff agency, and is one of three principal compon- 


; MR. ALSPACH, General Auditor of Ford Motor Company, joined that company 
in 1948 as general accounting supervisor. Prior to joining Ford, he was chief account- 
ant in a smaller industrial concern and had been engaged in public accounting work. 

Mr. Alspach was graduated from Ohio State University with a degree in busi- 
ness administration. He is a member of Tue Institute or INTERNAL AvuDITORs, 


American Institute of Accountants and the New York State Society of Certified 
Public Accountants. 
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ents comprising the Central Finance Staff, the other two being the Con- 
troller’s Office and the Treasurer’s Office. As the Central Staff offices 
perform no line functions, the responsibility for such functions in the 
areas of finance and accounting has been assigned to operating per- 
sonnel at the divisional and plant levels. The Central Finance Staff 
Offices do, however, exercise functional supervision in their respective 
fields, prescribe policies and procedures to be followed, and are respons- 
ible for the coordination of their particular activities throughout the 
Company. 

Under this plan of organization the General Auditor is directly 
responsible to the Vice President — Finance and all audit reports are 
directed to him. Consequently the auditing staff is free of restrictive 
influences by either line or staff personnel who are directly concerned 
with financial and accounting activities. We feel that this organiza- 
tional position in the Company, as just described, well qualifies the 
General Auditor’s Office as “the independent appraisal activity” contem- 
plated by Tue Instirute’s definition. 


Also, we have enjoyed the confidence and support of management. 
In my opinion, this “management acceptance” is one of the most im- 
portant factors in the administration of a successful auditing program. 
Unless recommendations are agreed to and acted upon by operating 
activities, internal auditing efforts tend to serve only to make deficien- 
cies a matter of record without accomplishing that important adjunct 
— the effecting of changes for the improvement of operations. The 
support of internal auditing by the management of Ford Motor Com- 
pany is evidenced by the vigorous follow-up of audit reports for satis- 
factory completion of recommended corrective action. Although this 
follow-up is conducted by the Controller’s Office, the General Auditor’s 
Office receives copies of all correspondence concerning the reports and 
has the opportunity to voice an opinion as to the acceptability of the 
corrective action. 


OPERATING STRUCTURE 


If you will permit me one more digression before describing the 
functions of our internal auditing department, I should like to give you 
some background information regarding the operating components of 
Ford Motor Company. As previously mentioned, our central corporate 
staff is vested with the responsibility for developing over-all policies, 
supplying functional direction to the operating divisions and coordinat- 
ing Company-wide activities. Production and warehousing operations 
are conducted by approximately 100 domestic divisional and plant loca- 
tions distributed generally throughout the country. Each of these 100 
locations is an accounting entity, maintaining a complete set of books 
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and preparing financial statements and related operating reports. Inas- 
much as each of these locations is subject to audit, you can see the 
responsibilities of the General Auditor’s Office cover a minimum of 100 
potential clients. 


Operations at Ford may be broadly segregated into two categories 
— (1) the manufacturing divisions and (2) the end product or vehicle 
divisions. There are 9 manufacturing divisions, each of which has 
operating responsibility for a group of plants producing similar mater- 
ials or subassemblies which ultimately are incorporated in the Com- 
pany’s finished products. The manufacturing plants consist of such 
diverse activities as an integrated steel mill, foundries, engine plants, 
sheet metal stamping, forging, glass and paper production and other 
miscellaneous machining, plating and fabrication. There are four end 
product or vehicle divisions which have the responsibility for the assem- 
bly of passenger cars, trucks, and tractors, and the warehousing of ser- 
vice replacement parts for these products. The Company’s Twin City 
Plant is primarily concerned with the assembly of Ford vehicles, oper- 
ates a service parts warehousing activity and has the unique distinction 
for an assembly plant of also operating a glass-making activity. 

In addition to the aforementioned components, the Ford Inter- 
national Division is responsible for export operations and for general 
functional direction of foreign subsidiaries and branches. 


INTERNAL AUDITING ORGANIZATION 

With this picture of the Company organizational structure in mind, 
it will probably come as no great surprise to you to learn that the intern- 
al auditing activities are organized along similar lines. Following this 
pattern, 3 departments have been established within the General 
Auditor’s Office, (1) The Manufacturing Divisions Auditing Depart- 
ment (2) The Vehicle Divisions Auditing Department (3) The Inter- 
national and Central Office Auditing Department. Each of these de- 
partments is headed by a manager who is responsible for scheduling 
and supervising audits and finalizing audit reports for the accounting 
locations in his respective sphere of activity. The three audit managers, 
together with the General Auditor and Assistant General Auditor, con- 
stitute our supervisory staff. Our field staff consists of 30 auditors who 
are assigned on an approximately equal basis among the 3 audit man- 
agers. 

In order to provide the greatest possible service to management 
and to our 100 clients, consistent with maintaining the audit staff at 
a reasonable numerical level, we are called upon to conduct various 
types of audits. However, under the Company’s decentralized form of 
organization, where each location exists as a separate accounting entity, 
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the greater portion of the audit coverage is accomplished by what may 
be termed “responsibility” audits. Audits of this type consist of a general 
review of all financial activities for which the local operating and 
accounting executives have management responsibility. Although these 
reviews are not confined to the limitations of what are commonly termed 
“balance sheet” audits, the financial statements do form the basis of 
such reviews. The scope of these audits embraces the examination of all 
accounts, the selected analyses of transactions recorded in these ac- 
counts, a review for compliance with prescribed policies and procedures, 
and an appraisal of the system of internal control. 


In regard to the frequency of responsibility audits, our objectives 
generally contemplate the coverage of each accounting location once 
a year. In the case of certain divisions, coverage may be extended to an 
18 to 22 month cycle where accounting performance is satisfactory 
and/or acceptable divisional auditing is in effect. 


In addition to the responsibility audits, we also conduct a substan- 
tial number of feature audits. This type of audit is usually employed in 
connection with staff activites or in those quasi-operating areas which 
are not identified as separate accounting locations but which carry on 
activities of a financial or operating nature. In such an audit the investi- 
gation is directed to a particular feature or subject within a responsibil- 
ity. For example, an audit of this type would be performed in the 
pension section of the insurance department of the Treasurer’s Office. 
This would involve a survey of the records maintained and procedures 
followed by the pension section, with a report on this single activity 
being rendered at the conclusion of the audit. Other audits in this cate- 
gory would include the observation of annual physical inventories and 
reviews of the compilation and costing of such inventories, reviews of 
purchasing activities, sales office examinations, audits of the control 
aspects of major construction projects, and the like. 


~ 


In addition to the responsibility and feature examinations pre- 
viously described, the General Auditor’s Office, on its own initiative or 
at the request of management, conducts special audits or investiga- 
tions. These special assignments, because of the many purposes they 
serve, cannot be described in specific terms. 

The type of investigation or audit necessarily will vary with each 
assignment according to the purpose of the examination and the nature 
of the information required. 

Our coverage of foreign activities varies as between South Ameri- 
can locations and European locations. The South American locations 
consist of branches or wholly-owned subsidiaries and accordingly we 
conduct responsibility-type audits which are almost identical in scope 
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with domestic audits. On the other hand the Company’s European sub- 
sidiaries are not wholly owned. As a consequence we have not con- 
ducted complete audits at these locations but have performed what we 
term “procedure reviews’ on a biennial basis for the purpose of obtain- 
ing maximum conformance with Company-wide policies and practices 
compatible with local laws and customs. 


AUDIT PROGRAMS 

In administering the internal auditing activities at Ford, consider- 
able reliance is placed on the use of formal audit programs. These pro- 
grams are developed with the object of providing relative uniformity in 
the conduct of examinations and insuring that all important audit steps 
have been covered. The programs are not intended to be restrictive but 
instead are designed to provide a stimulus to the thought and imagina- 
tion of the auditor. Considerable reliance is placed on the auditor’s 
judgment regarding the relative effort expended on the various portions 
of an examination and the exploration of areas which may require at- 
tention. Each audit program is divided into sections to correspond gen- 
erally with items appearing in the financial statements, i.e., cash, re- 
ceivables, inventories, costs, cost control reporting, income and ex- 
penses, etc. The audit steps are designed not only to verify the accuracy 
of financial reporting but also to ascertain that prescribed procedures 
are being followed and that adequate internal controls are in effect. In 
addition, the programs include steps for the review of non-financial ac- 
tivities such as production reporting, controls over stock storage and the 
like. Our programs undergo a process of more or less continuous revi- 
sion to keep them abreast of revised procedures, improved auditing tech- 
niques and changing operating conditions. These program revisions are 
based on reviews by our supervisory staff and suggestions submitted by 
field auditors. Our audit programs constitute a very important frame- 
work within which to conduct internal auditing activities. However, 
the programs are in no way considered to be a substitute for imagina- 
tion, initiative, technical knowledge and judgment, and we constantly 
strive to develop these qualities in the audit staff. In addition, staff per- 
sonnel are encouraged to give particular attention to the constructive 
phase of auditing. This phase includes the development of recommenda- 
tions for improved procedures, cost savings through more efficient cler- 
ical and operating methods, paperwork simplifications, etc. There is 
also another quality with which we hope our staff will be well fortified 
and that is good old “auditor’s intuition.” 


During the course of our audits every effort is made to keep per- 
sonnel at the locations apprised of our findings as the field work pro- 
gresses. We feel that this is extremely important in order to resolve any 
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disagreements as to facts and, more particularly, to obtain the coopera- 
tion and confidence of the people being audited. I don’t believe there 
is any surer way to promote bad relationships with operating person- 
nel than for an auditor to keep all developments to himself during a 6 
or 8 weeks’ examination and then suddenly confront the plant account- 
ing executive with a long list of deficiencies. It is our practice to have 
the in-charge senior write up any audit findings on a progressive basis 
as each portion of the audit program is completed. One copy of these 
write-ups is given to the plant controller in line with our policy of 
keeping him currently advised. Another copy is furnished the audit 
manager for use in his interim review of the progress of the audit work. 


At the conclusion of the audit field work, a management conference 
is held which is attended by the manager and controller of the audited 
activity and by the audit staff personnel and audit manager engaged 
on the assignment. The purpose of this conference is to read the draft 
of the audit report to local management and to discuss each audit find- 
ing. In this manner, any differences of opinion regarding the facts to 
be presented in the formal audit report are clearly resolved. Also, local 
management is informed in advance regarding the findings to be in- 
cluded in the report and therefore is in a position to immediately com- 
mence action for correcting the deficiencies reported. 


AUDIT REPORTS 

I think we will all agree that the audit report is the principal 
showcase of the internal auditor’s stock in trade and is also one of the 
few methods available for advertising. Consequently, it is essential that 
audit reports be factual, concise, well organized, clearly written and 
attractively presented. 


Our approach to reporting at Ford is to use the exception method, 
i. e., we tell management only about those things which are not satis- 
factory. Because of this, the audit staff has sometimes been accused 
by operating personnel of having a one-track mind. However, we feel 
that this method of reporting directs attention to those areas requiring 
correction and that, in the absence of adverse comments, the reader 
may assume that other areas are satisfactory. 

Our reports are written in essay or narrative form. Financial 
statements and schedules are not included in the reports except in unus- 
ual circumstances where the use of such information is essential in re- 
porting the results of the examination. 


Our audit reports generally follow an established form of presenta- 
tion and are arranged by sections in the following order: 


1. Opening paragraph 
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Introduction 

Scope of examination 
Results of examination 
Detailed comments 


The content of each of these sections is patterned along the follow- 
ing lines: 


GH GO fo 


1. Opening Paragraph 

This paragraph will state the organizational component covered 
by the examination, the audit date, the name of the auditor in charge, 
the period during which the work was performed, and the name and 
title of the individual responsible for the accounting work at the location 
audited. 


2. Introduction 

An introductory text is used whenever it is considered that certain 
information of a general nature will be of interest to the reader and 
assist him in more clearly understanding the report. These occasions 
will arise when the audit covers a newly activated location or where the 
nature of the operation requires a more detailed description than is 
disclosed in the title of the report. An introduction may also be required 
to present historical background, or when it is necessary to emphasize 
the importance of the audit subject. 


3. Scope of Examination 

Scope is the description of the extent of audit coverage and the 
auditing procedures employed during an examination. This section of 
the report is reasonably brief, and the language used in describing 
audit coverage and auditing procedures has a background of general 
acceptance as to meaning. The objective is to present the scope in such 
a manner as to provide management with assurance that all important 
areas have been covered and that acceptable auditing procedures have 
been followed, but without giving a detailed account of each step in the 
auditing process. Generally, the scope will relate only the basic or fund- 
amental auditing procedures and areas of atidit coverage; yet, where 
necessary, will be quite specific regarding any especially distinctive 
aspects of the extent of examination or any limitations or qualifica- 
tions of the assignment. 


4. Results of Examination 

This section of the report includes a summary statement express- 
ing our opinion regarding the over-all caliber of accounting perform- 
ance indicated by the examination. This summary also includes a very 
brief digest of the deficiencies reported in the detailed comments. In 
addition, an index to the detailed comment section of the report is 
presented. 
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5. Detailed Comments 

This section of the report contains the formal presentation of the 
audit findings and of course is the real “meat” of the report. The find- 
ings are grouped, insofar as practicable, under the major account classi- 
fications to which they relate, such as cash, accounts receivable, inven- 
tories, etc., and are presented in the same order as these accounts 
appear in the financial statements. 


Each finding is identified bv 4 title which can consist of only 
a few words, but these few words . 2 carefully chosen to clearly indi- 
cate the nature of the deficiency and to stimulate curiosity and concern 
in the mind of the reader. The comments relating to each finding pre- 
sents a detailed description of the accounting errors, incorrect prac- 
tices, lack of compliance with Company procedures and policies, or 
other deficiencies noted during the audit and considered of sufficient 
importance for report comment. 


It is our practice to give credit in the report for effective cor- 
rective measures accomplished by the location prior to completion of 
our field work. Consequently, if, during the course of an examination, 
partial or complete corrective action is taken in respect to a particular 
finding, a statement describing the extent of the corrective action is 
included under an “action taken” subtitle. This statement may cover the 
correction of the error, issuance of the necessary instructions to prevent 
recurrence of the error, and the like. 


When corrective action is not taken, or is not complete, the audi- 
tor’s recommendations as to the action which should be taken are stated 
under a “recommendations” subtitle immediately following the descrip- 
tive comment or the “action taken” statement. This will usually occur 
when it is impossible to take immediate corrective action, and continu- 
ous supervision over an extended period of time is necessary in order to 
effectively overcome the deficiency. Recommendations may also be re- 
quired when local personnel do not have the authority to take correc- 
tive action, or when they do not agree with the auditor’s position. 


During the course of an examination, the auditor may encounter 
minor deficiencies arising from clerical errors or inadvertent procedural 
deviations. It is not our practice to include such items in the formal 
audit report although they are called to the controller’s attention and an 
informal written list of these deficiencies is submitted for his use in 
effecting corrective action. 


In regard to the issuance of reports, we feel that time is of the 
essence and strongly subscribe to the adage that there is nothing so 
stale as yesterday’s newspaper. Consequently, our standards require 
that a report be issued not later than 6 working days after completion 
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of the audit field work, and we generally equal or improve upon that 
standard. 


In order to attain this objective, it is obvious that writing of the 
report cannot be deferred until completion of the audit. As mentioned 
previously, the senior auditors are encouraged to write up their findings 
as the job progresses. This practice combined with the audit managers’ 
interim reviews of audit work and potential report material has enabled 
us generally to have a reasonably well developed report draft available 
for the management conference held at the completion of the audit. 
After the management conference, the audit manager performs neces- 
sary additional editing and transmits the report draft to the General 
Auditor for final review and approval for publication. 


In line with the objective of making the report attractive to the 
reader, our reports are reproduced by the multilith process, which pro- 
vides clear copies in the quantities required. The reports are bound 
in a distinctive blue cover which has the designation “General Audi- 
tor’s Office” imprinted thereon. 


As mentioned previously, our reports are directed to the Vice 
President — Finance. Copies are also distributed directly to divisional 
management, interested central staff personnel and to the Company’s 
outside public accountants. The Central Staff Controller’s Office trans- 
mits copies of the reports to the appropriate divisional controller with a 
letter requesting a formal reply regarding the corrective action taken. 
The responsibility for following up the reports for proper corrective 
action and for ultimately closing the reports also rests with the Central 
Staff Controller’s Office. However, as previously mentioned, the General 
Auditor’s Office receives copies of all correspondence concerning the 
reports and has the opportunity to express an opinion regarding the 
acceptability of the corrective action. 


OTHER ACTIVITIES 

I think the foregoing comments have covered the principal points 
of interest with respect to our organizational status within the Com- 
pany and our over-all administration of the internal auditing program. 
You may also be interested in a brief summary of some of our fringe 
activities. 

One of the factors which is vital to any organization, whether it 
be internal auditing or another operating area, is staff training. Al- 
though we recognize the importance of this factor, our approach to 
the problem is not particularly formalized but instead is directed prin- 
cipally to on-the-job training. This method has been adopted for various 
reasons: (1) we seldom have more than one or two new auditors com- 


Organization and Administrative Policies 27 


ing on to our staff at any given time so that it is not feasible to hold 
formal classes, (2) new staff members may be drawn from both within 
and outside the Company and have varying degrees of prior training 
and experience, and (3) we feel that personal indoctrination of new 
personnel by seniors and audit managers is valuable to both experi- 
enced and new staff men. In keeping with this approach, additional 
time is generally allotted in the budgets of those audits where new men 
are assigned. It is important to note that we do utilize various means 
of implementing on-the-job training programs. One of the important 
basic training media is our audit manual which contains rather com- 
prehensive statements of our technical and administrative policies as 
well as complete audit programs. As a matter of fact, if you were to 
review our audit manual you would find that it is the source of much 
of the data herein presented to you. 


Another training medium which provides diversified experience 
and staff flexibility is the assignment of staff auditors on a rotation 
basis to audits of the various areas of operation such as manufacturing 
plants, assembly plants, parts depots, Central Staff activities, etc. 


Naturally we expect that our personnel will be familiar with Com- 
pany policies and procedures. As an aid in this respect, a memorandum 
is issued each 2 or 3 weeks to all staff auditors outlining all procedure 
changes. We also include periodically in these memoranda selected 
excerpts from our audit reports illustrating new auditing techniques, 
procedural developments or reporting methods. From time to time, 
formal training sessions are held for auditors in the Detroit area when 
warranted by significant new technical developments or other factors. 
Every 2 or 3 years a one week conference of our traveling and locally- 
assigned auditors is held. 


I am happy to say that Company management considers the in- 
ternal auditing activity an important training ground for personnel to 
be transferred to other finance or operating positions. Illustrative of the 
success we have had in this regard is the fact that during the past several 
years 23 members of the auditing staff have been promoted to respons- 
ible executive, supervisory or technical capacities in other areas of the 
Company. 


COORDINATION WITH PUBLIC ACCOUNTANTS 

An important aspect of our activity is the coordination of internal 
auditing work with that of the Company’s outside public accountants. 
While the internal auditing work is in no way subordinate to, or dir- 
ected by, the public accountants, they do place considerable reliance 
on our coverage as to whether procedures are followed, internal control 
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is effective, etc. In this connection, copies of all of our reports are dis- 
tributed to the public accountants and the timing of our audits is coord- 
inated with theirs. 


As mentioned previously, certain divisions of the Company conduct 
auditing activities which supplement our work as central staff auditors. 
In keeping with the over-all Company organization plan, the General 
Auditor’s Office has responsibility for functional supervision over such 
divisional auditing activity. In this connection, we assist the divisions 
in developing audit programs, receive copies of all divisional audit re- 
ports, appraise the caliber of divisional auditing and coordinate the 
scope and timing of divisional and central staff audits. 


I have reviewed the methods of coordinating activities of the Gen- 
eral Auditor’s Office with those of the outside public accountants and 
divisional auditors. Before closing I should like to touch briefly on the 
relationships of the General Auditor’s Office with other central staff 
activities. This office has no direct responsibility for developing or issu- 
ing financial or operating procedures, although naturally we generate 
recommendations relative to these matters in the course of our audit 
work. However, the auditing staff is often asked to review proposals 
before procedures are issued or changed. Also, on our own initiative or 
upon request, we frequently consult with the Controller’s Office, Trea- 
surer’s Office, Industrial Relations, Purchasing, Legal, Production Con- 
trol and other staff activities for the purpose of clarifying or amending 
existing policies and procedures. In our opinion, this function of con- 
sultation is an important part of the internal auditing activity and is 
another example of management’s acceptance of our services. 


As mentioned at the beginning of this paper we do not claim that 
the way of doing the internal audit job at Ford Motor Company is the 
only way. Naturally, we have attempted to tailor our internal auditing 
approach to meet the requirements of the Ford Motor Company organ- 
ization, and we feel that our services have been well accepted by man- 
agement. 





THE “WHYS” AND “HOWS” OF 
CLERICAL WORK MEASUREMENT 


By THOMAS C. PITNEY 
Supervisor, Management Services Department, Arthur Young & Company 


The increasing burden of clerical work costs, both in terms of 
actual expense and in relation to other costs, is a source of concern to 
every company. The establishment and application of a plan of clerical 
work measurement and related clerical standards offers a means of bet- 
ter control and a probability of substantial savings. 


T IS UNIVERSALLY recognized that the productivity of white col- 
lar workers has not kept pace with manufacturing productivity. In 
many companies, management has felt that there is not much that can 
be done about improving clerical operations and hence all efforts towards 
improved efficiency have centered upon the manufacturing process. 
Some thirty years ‘ago, in an effort to combat this situation, the 
“efficiency expert” came into being in an attempt to reduce clerical 
costs. There is serious doubt as to whether the “efficiency expert” did 
more good than harm in view of the almost universal effect of his oper- 
ations on employee morale. Certainly the vogue of the “efficiency ex- 
pert” was short-lived. 


More recently, a new approach has been taken to the problem 
of ever-increasing clerical costs. This new approach has had as its goal 
the setting of practical standards for clerical activity just as the “effici- 
ency expert” did. It differs from the approach of the “efficiency expert” 
in its emphasis on human relations. 

There are numerous techniques for doing this job, including the 
time study, work sampling, methods-time-measurement, pre-deter- 
mined times, standard data, production counts and numerous others. 
The details of how these various techniques are applied are beyond the 
scope of this article. Our attempt at this time will be to demonstrate 
why practical standards for clerical activity should be set up and, sec- 
ondly, give some indication of how to go about setting up such stand- 
ards, by describing one particular method, that of time study. 

First of all, let us define “Clerical Work Measurement.” It is a 
means of comparing actual production against some pre-determined 
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level or concept of normal, through which clerical productivity can be 
measured and controlled. 


THE ARGUMENTS FOR AND AGAINST THE CLERICAL 
STANDARDS PROGRAM 


There are a number of reasons for establishing a clerical stand- 
ards program. These are: 


1. Substantial savings in clerical costs can be obtained. Our experi- 
ence in the field has demonstrated that most clerical operations are 
carried on at something like fifty per cent of maximum efficiency. The 
clerical savings obtainable by merely raising efficiency to seventy-five 
per cent can amount to one-third of present costs in the affected areas. 
This is, of course, the most powerful argument for adoption of clerical 
standards, but there are other points to be made as well. 


2. The most inexperienced supervisor can keep himself fully in- 


formed as to the labor effectiveness of the individuals within his clerical 
unit. Whether the supervisor be experienced or inexperienced he no 
longer needs to be misinformed as to the productivity of his subordin- 
ates. He can, with confidence, take action relative to output without 
fear of charges of discrimination or favoritism. 


3. The application of measurement in addition to indicating pres- 
ent effectiveness also point out the extent of the reasons for existing 
inefficiencies. It indicates the extent of lost time, re-operation, and other 
excess costs due to poor scheduling, lock of balance as between opera- 
tions and improperly prepared reports. The supervisor has the advant- 
age of knowing the exact natures of his excess costs, where they occur 
and to what extent they exist. He can take action accordingly. 


4. The immediate supervisor of a clerical unit has the opportunity 
to become acquainted with the details of each clerical activity under his 
supervision. The establishment of clerical standards requires that a 
detailed record be made of the component parts of each activity. It is 
the supervisor’s duty, and should be his desire, to acquaint himself with 
the details of each activity by a study of this available information. 
The supervisor who takes advantage of this opportunity will gain con- 
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fidence and prestige as a result. How can he sufficiently eliminate, con- 
solidate and simplify functions under his supervision if he lacks suffi- 
cient operational knowledge? Measurement offers a definite advantage 
in this respect. 


5. The supervisor is free from recurring demands by higher super- 
vision to reduce the personnel under his direction. It is not necessary 
that he plan or think up reasons for not taking such action. He can very 
easily satisfy higher supervision about the activities involved, and the 
production standards for same, to determine the number of clerks 
needed. If he operates within the limits established, he need only point 
to the record and state that any reduction of personnel must be accom- 
plished by a corresponding curtailment of activities. In a similar man- 
ner he can readily justify his requests for additional clerks since he now 
has a means of determining work load vs. total productive hours avail- 
able. It tends to give a feeling of satisfaction and justification to both 
levels of management, who, upon the establishment of clerical stand- 
ards, have a gauge for determining personnel utilization, work distribu- 
tion, and departmental effectiveness. 


There are some very vocal opponents of clerical standards pro- 
grams. The arguments cited against such programs are these: 


1. Measurement programs can result in hurting employee morale. 
If not properly introduced, the installation of a clerical work measure- 
ment program can bring about chaos because of its effect upon employee 
morale. However, if properly introduced, as brought out later in this 
article, a program can be used to improve morale. 


2. There is necessity for rigid assignment of work. In order for 


maximum advantages to be obtained, each clerk covered must be regu- 
larly assigned the same or similar kinds of work. While this does cut 
down on flexibility, this effect can be overcome to some extent by train- 
ing clerks to be proficient in more than one type of work. 


3. Some clerks may be extremely willing, yet unable to meet 
production requirements. This objection fails to impress us. It would 
appear better to know who is not producing. If there are other good 
reasons for keeping a clerk who performs below expectations, they 
should be weighed against performance, and a decision reached after 
considering all factors. 

In balance, the arguments for a clerical work measurement program 
appear, in most circumstances, to outweigh the arguments against the 
program. As the pinch of increasing costs continues, such a program, 
in many instances, becomes almost mandatory. 


So much for the question of “why” a clerical work measurement 
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program. Let ns turn to an equally important problem, that of how to 
go about it. 


ESTABLISHING A CLERICAL STANDARDS PROGRAM 


Obviously, no single detailed pattern can be evolved which will 
serve all situations equally well. In this article, however, we shall try 
to state some broad principles which can and should be applied in estab- 
lishing a typical program using time study. These principles fall into 
five major categories; (1) Acceptance, (2) Development, (3) Applica- 
tion, (4) Maintenance, and (5) Auditing. A brief discussion of each of 
these categories follows: 


1. Acceptance 

Familiarization and acceptance of a standards program from the 
highest echelon of management to the clerk being measured is probably 
the most important requisite. Nothing should be left to the imagination. 
After the program has been sold to all levels of management, including 
the line supervisor who is the backbone of the program, the accepted 
procedure is to assemble the clerical group to be measured and review 
all the complexities of the program. At this meeting, discussion among 
the participants should be encouraged, so as to make sure that all are 
fully cognizant of its significance. Ordinarily, a ranking executive will 
preside over the discussion and request that all questions be presented 
and answered. It is important to stress that no one will lose employ- 
ment as the result of this program, and that all reductions in organiza- 
tion can be handled through normal turnover. The benefit to the em- 
ployee, in that he will know what is expected of him and where he 
stands, should be pointed out. 


2. Development 

The program will require the establishment within the company of 
a procedures department, whose size will, of course, depend on that of 
the company and the scope of the program. This department can be 
staffed with personnel of reasonable competence, especially trained in 
the work measurement techniques to be applied. Such training can be 
given within the company provided that experienced personnel in this 
field are available. 


Once the staffing problem has been taken care of, the next step is 
to prepare task lists and determine the areas of standards coverage. 
Thus one can examine the amount of repetitive work being performed 
and determine what portion is readily measureable. This is done so that 
the cost of the program will not exceed its resultant benefits. To further 
explain, in the event it takes six weeks to cover 80% of an organization 
and six months to complete the remaining 20%, we naturally study 
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and establish clerical standards on the 80% and allow the 20% to 
remain until some future time when it seems profitable to cover it. 


Certain conditions must be prevalent if clerical activities are to 
lend themselves to a practical application of standards. If the day-to- 
day work cycles are reasonably stable and the variations and irregulari- 
ties are at a minimum, our task of establishing standards is not a diffi- 
cult one. This would normally comprise the 80% that we spoke of be- 
fore. The other 20% would normally consist of the variations and irreg- 
ularities, and these could be measured through other methods, such as 
ratio delay (also called random or work sampling), provided the re- 
quired time and effort are warranted by the expected results. 


Once the area to be covered has been determined, we must next 
decide whether work simplification should precede work measurement. 
It would be excellent if sufficient time were available to change the 
methods involved, and then establish clerical standards on the revised 
or improved methods, There are many procedures men who take the 
position that a standard should never be established for any operation 
until the best method has been determined. If the objective of these 
systems men is to provide a lifetime project one would agree. However, 
on the average clerical job it is necessary that we be satisfied with 
something less than perfection. Where the returns justify the establish- 
ment of provisional or temporary standards, we should establish these 
temporary standards until it is feasible for us to improve the methods. 
Certainly we must strive for methods improvement, and obvious work 
simplifications changes should be made prior to establishing a final 
standard, but we cannot delay a program of standards when we esti- 
mate that our returns from the establishment of temporary standards 
will be sizable. 


With these facts established and agreed upon, the procedures 
analyst goes into an organization, selects the operation and breaks it 
down into its component parts which are called elements. By the use of 
a stop watch he records by continuous or snap-back method the exact 
time in seconds consumed by the operator in the performance of each 
element. He also records for each increment of time, a performance 
rating, also known as a levelling factor. This levelling is done for the 
purpose of scaling all actual levels of performance to a normal or stand- 
ards level. This repeated recording of time and efficiency ratings is 
continued until the analyst is satisfied that he has sufficient information 
to establish basic or standard time values for each element of the opera- 
tion. The analyst then proceeds to analyze and draw his conclusions 
from the completed time study. By a process of either selection or aver- 
aging, both as to times and efficiency ratings, a normal time is estab- 
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lished for the performance of each component part of the operation. 
To make allowance for fatigue, delay, and other contingencies, this 
normal time is then increased by a percentage of 15% or in the event 
of exceptionally difficult operations it may vary upward to 35%, but 
rarely ever does. 


When all of the above has been completed, we arrive at a time 
for each component or elemental part that is considered to be the stand- 
ard time or basic requirement of performance. The summation of the 
standard times for the various elements constitutes the clerical stand- 
ard for any operation. As we develop more standard data, i.e., standard 
times for standard elements, it will be possible for us to apply these 
data on many of our standard operations. 


Among the final steps in the initial installation of the program is 
to devise forms and procedures for compiling work output in terms of 
operations or functions performed for stated periods of time. These pro- 
cedures will usually involve the use of different units of work for differ- 
ent types of clerical operations, and may on occasion include the instal 
lation of mechanical counting devices on typewriters or calibration 
cards for punch-card equipment. 

3. Application 

This phase is handled chiefly by those departmental supervisors 
responsible for the direction and supervision of definite clerical activi- 
ties. These departmental supervisors have a very definite part to play 
in any clerical work measurement program, and can either make the 
program effective or ineffective. Usually when an analyst first conducts 
a study of an organization he finds that the organization is in the vicin- 
ity of 40-60% effective. The supervisor is somewhat shocked and con- 
cerned to learn that his organization is operating at this level, and on 
occasions it takes time to overcome the initial shock. When this hap- 
pens, it must be tactfully explained that the low percentage is in no 
way a reflection on his administrative abilities but rather that it is due 
principally to the following factors: 

First, a clerical supervisor has already established in his mind a 
set of standards to judge what constitutes a fair day’s work. His only 
guide for establishing these standards is past experience; therefore, it 
is not possible for him to visualize the potential capacity of his clerical 
employees without a more realistic set of clerical standards. 

Second, and probably most important, is the scheduling of work 
processed through a clerical organization. When we consider the fact 
that clerical standards are established only for the effective utilization 
of time and effort, a poorly scheduled and irregular flow of work creates 
peaks and valleys, lost time, re-operation and many other inefficiencies. 
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It is only when a measuring stick in the form of clerical standards is 
applied to the necessary activities that we learn how inefficiently a 
department is being operated, solely because sufficient work is not con- 
tinuously available. Experience has shown that the average clerical 
supervisor maintains the year round, a staff sufficient to handle his 
peak loads. 


Third, is the habit of some clerks and supervisors of applying them- 
selves only to the extent they desire. This is not particularly important 
since the application of clerical standards will immediately expose these 
individuals, and corrective measures can be taken. 


These contributing factors for low effectiveness are brought out 
solely to emphasize the fact that it is a normal condition. Nobody should 
be criticized as a result, and individuals should be judged by their re- 


sponse to future rather than by past performance. 


4. Maintenance 


In order to keep a standards program effective on a continuing basis, 
it is very necessary that the standards be maintained. In the event a 
system or a motion pattern is changed, the operation should be restudied 
and a new standard established. In other cases where a group of opera- 
tions is combined or possibly eliminated, we should restudy these opera- 
tions and establish new standards. Another important point is the 
compilation of production tallies or counts. It is imperative that these 
production records be maintained and examined daily, and the produc- 
tion figures tied in with the standards in order to determine employee 
efficiency and organizational utilization. When this has been accom- 
plished, the supervisor has a complete knowledge of the workings of 
his organization. 


The procedures department is an integral part of any standards 
program of any magnitude. In addition to designing and selling the pro- 
gram, it must maintain standards. To accomplish this, an adequate 
staff must be available and included in this staff should be a statistical 
clerk who collects the production tallies daily and extends these counts 
to arrive at individual efficiencies and departmental utilization. These 
figures along with other data are submitted to the supervisor and other 
levels of management weekly, or on some other practicable basis. These 
reports comprise the working tool by which the supervisor can be 
guided in effectively planning and scheduling his department. As we 
have stated before, the line supervisor is undoubtedly the most import- 
ant member of a standards program. 


5. Auditing 


It is not enough to establish a standard and expect it to work for it- 
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self. Periodic checks must be made to determine whether conditions and 
methods upon which the standards were set are being followed. Any 
method change which affects the standard more than 3% merits a 
change in the standard. Concurrent with his review, the auditor can 
render assistance by keeping management advised of changes in pro- 
cedure or lack of proper controls. Revised procedures and clerical stand- 
ards can be established accordingly. 


RESULTS THAT MAY BE EXPECTED FROM A CLERICAL 
STANDARDS PROGRAM 


So much for the establishment and maintenance of a clerical stand- 
ards program. What results might such a program be expected to yield? 
The answer to this is that, at the very least, the program should cause 
the average clerical department to increase its output considerably. As 
an example, one may cite the following comparative analysis compiled 
within an order and billing department of a large electrical company, 
showing “before-and-after data:” 


FIRST QUARTER 


1952 1953 

(Before) (After) 
91 .350........ scopene GN csecesses sesceoe DE SOL 
|) a ee Ff 
| aR ee, 
SE cnistucnseecuukoaionea POTSOMMNEL oo...ccscccccncceess 28 


Further results are shown by the reduction in “Cost per Standard 
Dollar” i.e., the cost of producing $1 worth of work: 


Order and Billing........ Nov. 52—$2.02 Apr. 53—$1.55 
Tabulating _..... aie Nov. 52—$1.82 Apr. 53—$1.21 
Accounts Receivable Feb. 53—$1.81 Apr. 53—$1.52 
Accounts Payable ...... Feb. 53—$1.54 Apr. 53—$1.45 


Of course, in differing situations different results will be obtained, 
and in some companies the cost savings will be greater or less than those 
shown above. In general, however, it is difficult to imagine many re- 
curring clerical operations of any magnitude, where the establishment 
of clerical work measurement will not yield significant benefits. 


ALTERNATIVES TO THE TIME STUDY METHOD 

We have briefly set forth the five principal steps involved in 
establishing standards under the time study method, and at this point 
we should emphasize again that time study is only one of the many 
methods of setting clerical work standards. Many companies are using 


The “Whys” and “Hows” of Clerical Work Measurement 37 


techniques such as work sampling, methods-time-measurement, pre- 
determined times, standard data, production counts and others very 
successfully. Moreover, even a brief article such as this, which broadly 
describes only one method of applying clerical work standards, would 
be incomplete without some mention of incentives as applied to clerical 
work. Such companies as International Nickel, Aetna Life, Pratt and 
Whitney Aircraft and Hood Rubber have been paying incentives for 
office work for years with marked success. Incentives based on sound, 
accurate measurement, sensibly applied, can bring about the most eco- 
nomical clerical operations possible. 


CONCLUSION 


In closing we should like to bring out two important elements of 
any clerical standards program. Primarily, although one may have 
frustrating moments installing the program, particularly in establish 
ing standards, it is important to note that the more difficulty one en- 
counters in establishing these standards, the more room there is for 
improvement. 


Second, regardless of the approach one uses to work measurement, 
it provides a “tool” not a “weapon”. The manner in which this “tool” is 
used determines the effectiveness of the program. 








RELATIONSHIP OF INTERNAL AUDITING 
TO METHODS AND SYSTEMS* 


By JOHN M. HASLETT 
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These two articles are presented not only because of their specific 
merit, but also in the hope that we may get some reaction and further 
contributions from our readers in respect to the subject. The question 
whether methods should be part of the internal auditing or a separate 
organization is a moot one. Both sides have many advocates. It is our 
feeling that these respective articles explore each side quite thoroughly. 
However, they represent the thinking of only two individuals. The Edi- 
torial Committee will be pleased to receive any comments with refer- 
ence to this controversial matter and if enough are received, to publish 
further statements on the subject. 


MUTUAL OBJECTIVES OF THE INTERNAL AUDITOR 
AND THE METHODS ANALYST 


ESPITE his phenomenal growth in the past decade as a member of 
D ire management advisory team, in some quarters the methods 
engineer must still prove the worth of the concept which brought him 
forth. Providing he is a capable, skilled technician in his field, he has 
no difficulty in this proof. 


I come to you tonight neither as an advocate for the internal audi- 
tors nor holding a brief for the methods analysts. Each group, I am 
certain, is enlightened as to the essential and complementary nature of 
the two staff specialists. Rather we shall discuss certain common de- 
nominators which make the auditor and analyst corporate bedfellows. 
We shall also analyze briefly the workings of the methods group, 
starting with management’s recognition of need and carrying through 
to methods programs and techniques. 


First, an explanatory word about the title “methods analyst” and 
its meaning. There is an unfortunate lack of unanimity among organ- 
ization and methods examiners as to what to call themselves, a situa- 
tion which has long been solved by the members of this INstrruTE 
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within their own calling. But whether or not we use the term methods 
analyst, systems and procedures examiner, or what have you, we are 
talking about the same creature. 


MUTUAL INTERESTS WITH INTERNAL AUDITOR 

There is a definite mutuality of interest between the auditor and 
the methods analyst in the area of control, although their approaches 
to this objective are somewhat different. In Tue INstrruTe’s statement 
of responsibilities, there is ascribed to the function of internal audit- 
ing the characteristic that it is a type of control which measures and 
evaluates other types of control. This phraseology could similarly and 
most appropriately serve as a partial description of the function of 
the methods specialist. Carrying the comparison a bit further — it 
is obvious that if the auditor is adequately to measure and evaluate 
a control item, he must be acquainted with the mechanics or procedures 
involved. He must consider first, the basic objective; second, the ap- 
proach being used; and third, if the goal is being realized. If it is not, 
it is his additional obligation to point out where and how and why 
deviations occur and to make such recommendations as appear merited. 

The methods analyst, to put it simply and basically, is concerned 
with seeing that an activity is being done in the best way possible, 
which means considering men, methods and machines in relation to 
management goals. He has the prime responsibility of digging out the 
facts, analyzing them, applying the “scientific” tools and techniques of 
methods, testing out solutions and, in his staff capacity, endeavoring on 
the strength of the validity of the proposal to secure acceptance by 
staff and line. 

In a medium-sized company which recognizes the need for both 
financial audits and systems appraisals and can afford to set them up 
independently, the reliability of the books and the preventative main- 
tenance of internal finances are the unquestioned interest of the in- 
ternal auditor. By his exercise of the skills of his profession, the fiscal 
integrity of the company is preserved. It is the internal auditor who is 
a prominent guardian of the controls which influence the costs of cler- 
ical and other operations. Because of the similarity of purpose between 
the auditor and the methods man there are many companies which 
combine the two functions, and with some reasonable degree of effec- 
tiveness. Generally, however, when the two are separated, equal if not 
more success in the control of clerical costs is accomplished. 


Going a step beyond, clerical cost control is no more the sole 
interest of the methods department than it is the sole interest of the 
auditing department, although each in its own way exercises this con- 
trol. There is a far broader sphere of influence over management poli- 
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cies that is inherent in the over-all philosophy of each of these staff 
activities. 

I believe we can say with all assurance, that your specialty and 
mine have reached a point of sophistication where there no longer 
exists any degree of mutual distrust — or a feeling that we are step- 
ping on one another’s toes. That is a thing of the past, and rightly 


so, for only by mutual reliance can both of us carry out the obligations 
we owe to our employers. 


DEVELOPMENT OF METHODS OPERATIONS 


Let’s start by considering the evolutionary cycle which has 
been observed in the development of the methods function in a typical 
enterprise which has grown from a small company to one of medium 
size or large proportions. The cycle may be considered in terms of a 
number of phases. 


The first phase occurs when the growth of an enterprise brings 
about the need for administrative planning and control. For present 
purposes, administrative planning and control may be considered to 
involve non-routine problems of forward thinking as opposed to the 
routine and recurring judgments regularly exercised by all levels of 
management. These may be, but are not necessarily, limited to organ- 
ization and procedures planning and control. 


Phase two occurs when recognition is given to the need for ad- 
ministrative planning after conditions of growth have brought it about. 
At this point, usually starting with top management, each managerial 
level assumes the planning and control function as part of its normal 
administrative duties. Procedures planning and forward thinking on or- 
ganizational problems form a basis on which future problems may 
be anticipated before they occur and solutions to these problems de- 
vised to be ready for use at the appropriate moment. 


As the enterprise continues to grow, organization and procedures 
problems become more numerous and complex, with a consequent in- 
crease in their demands on the time of the operating levels of manage- 
ment. As is so often the case, the results which have been obtained from 
work in this field, combined with the diminishing availability of time 
on the part of operating supervisors and managers, indicate the desira- 
bility of full-time specialists being designated to assist all levels of man- 
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agement in the field of administrative planning and control. The need 
to abandon part-time planning in favor of full-time planning is phase 
three of the cycle. 


Phase four comes into being with the establishment of a special 
staff within the organization to carry out these functions on a formally 
organized and systematic basis. 


If the reasons for establishing a methods department are examined, 
it will be found that they are usually clear cut. A methods group is 
needed to remedy existing deficiencies in organization, systems and 
standards. By standards, of course, are meant those applicable to space, 
equipment, forms and clerical work measurement. Without continu- 
ing attention being directed toward these areas of a company, its affairs 
may go awry without the true reasons ever being identified and the 
situation corrected. Another reason for having a methods group is to 
provide an instrument to assist in forward planning for changes in 
organization and systems as the need arises. Growth brings change 
and even as long-range operational and financial forecasts are uni- 
versally accepted tools of management there is every reason for com- 
parable long-range organization and methods planning. 


Staffing patterns and the adequacy of various procedures as work 
loads increase are items which readily lend themselves to long-range 
anticipation. A third justification for establishing the department is the 
need for internal and external research in the field of management im- 
provement. Administrative techniques are constantly changing for the 
better and an awareness of what is happening along these lines in in- 
dustry generally is a must for an enlightened company. 

A great deal of material on administrative management is con- 
stantly being published by the more articulate members of our pro- 
fession. This material, combined with technical association contacts, can 
be used to a company’s best advantage only by a trained methods 
staff. 

So much for the reasons for establishing the department, reasons 
which must be clearly recognized by top management if the methods 
function is to flourish in a proper climate. 

SCOPE OF METHODS WORK 

Wherever the responsibility is placed, and this is the subject of a 
discussion in itself, the scope of methods activities should be clearly 
defined by top management and clearly understood by all segments of 
the entire organization. There should be no mystery about who is go- 
ing to do what 


The most effective way of accomplishing the goals of the methods 
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department has proved to be through the so-called “integrated series” 
of programs. 


Little dabs of methods here and there just don’t do the trick. Many 
chief executives whose organizations have been subject to the “summer 
shower” or “the electric storm” approach in this field have found them- 
selves echoing the philosophy of the drought-ridden old farmer who 
prayed, “Oh, Lord, don’t bother with a clippety-clap or a sizzle-sozzle. 
Send us a real sod-soaker!”’ 


A sod-soaker in the methods field is the over-all approach which 
includes the office systems program, the equipment, form and reports 
coordination and standards programs, the administrative appraisal pro- 
gram, and finally the research and training program. In the terminol- 
ogy which I have used you will all, of course, recognize basic mana- 
gerial controls. 


Some elaboration on what we mean by each of these programs 
would be appropriate at this time. The little guide book which we at 
Shell Oil Company use to train our methods staff has this to say of the 
programs that I have enumerated: For the office systems program — 
it prescribes that surveys are to be conducted of procedures (meaning 
work flows) and organization relationships throughout the Company in 
achieving standardization, simplification, and the measurement of office 
production as far as practicable. The prescription for the coordination 
and standardization program is to establish a systematic means of 
correlating office equipment, reports and forms with their related 
administrative procedures and to coordinate the dissemination of in- 
formation in this area of activity. 

By administrative appraisal we mean the following up of new 
methods installations and the periodic review of the effectiveness of 
systems under actual operating conditions. Finally, the research and 
training program is a down-to-earth approach to applied science, if 
you will, It involves the maintenance of relationships with professional 
management societies, such as THe INstiruTe or INTERNAL AUDITORS, 
and with other companies for the mutual exchange of information con- 
cerning management improvements in policy, in organization, in pro- 
cedures, and in methods development techniques. It furthermore in- 
volves the development, by laboratory methods, of systems applications 
to company problems, the testing of these applications, and the main- 
tenance of written information bearing upon typical systems problems. 


‘ 


This, then, is the integrated — or 
methods function. 


‘sod-soaker” — approach to the 
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METHODS OPERATIONS 


Although the methods field, like the auditing field, has not yet 
developed into a pure science wherein answers result from exact form- 
ulas, there are a few tried and proven methods techniques. These tech- 
niques are not unlike those which for a somewhat longer period have 
been used by the internal auditor. I might say parenthetically that 
while the methods man has borrowed liberally from the techniques 
of the internal auditor he may also claim to have added a few of his 
own, which in turn some alert auditing departments have borrowed 


back. 


It is quite apparent that this group here tonight is less interested 
in techniques than in concepts, but nevertheless lest we forget from 
whence we sprang I shall cite one tale and through it I trust draw 
both an analogy and a contrast of the internal auditor and the methods 
man at a point where the distinction between them is most fine. 


You will recall the mention of the administrative appraisal pro- 
gram of the methods department. This has variously been called an 
office appraisal, or an administrative audit. The latter appellation 
is to me in the nature of a curse, for our good associates in your pro- 
fession might consider it to be an encroachment upon your territory. 
Improperly conducted, an administrative appraisal would be exactly 
that. Properly conducted, an administrative appraisal would demon- 
strably assist your activities and, in fact, save your staffs considerable 
time. (I am assuming at this point that the pious desire of all auditors 
is to find nothing wrong in financial review.) To the extent that the 
organization and methods examiner does his job, this amiable objective 
may be accomplished to a greater extent. But how, you may ask, does 
the work of a systems department produce cleaner audits by the 
internal auditor? To illustrate this, I shall give you a “for instance” 
from our own company. 


At one point in the distant past, policy and procedural instruc- 
tions were contained in a myriad of “one-shot” directives. To the best 
of their ability, our field managers maintained these directives in a 
manner best suited for reference. The manner best suited for reference, 
however, was neither the manner best suited for following the instruc- 
tions nor was it the manner best suited for training employees. As a 
consequence, policy and procedures were adhered to in a sporadic man- 
ner, causing great embarrassment to the field in audit reports. By its 
very nature our auditing department, of course, was not in a position 
to write manuals; and the auditing department, therefore, repeatedly 
pointed out the need for policy and procedure manuals in effectively 
useful form. These the methods department developed in conjunction 
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with the people who were to use them; and as a result, our own audit- 
ing department would be the first to state that audits became more 
meaningful. Clerical cost control from this time forward became a real- 
ity, since the true measurement of office work became feasible for the 
first time. The auditing department was indispensable in criticizing the 
policy and procedures manuals at all steps, seeking to prevent their 
falling into dangerous pitfalls of control. 


The manuals did not become law, but rather were considered as 
guides to the field operations. After a year or two it seemed desirable 
to make appraisals to determine how well the manuals were working 
and what changes would be made as a result of operating circum- 
stances. Conformity with the prescribed procedure was, of course, under 
continuous scrutiny by the auditing department. Thus appraisals by 
the methods department complemented the financial audits made in 
the usual manner. , 


FUTURE DEVELOPMENT OF METHODS DEPARTMENT 


Like an auditing department, an organization and methods depart- 
ment may readily be used as a training ground for executives. Its 
scope, like that of auditing, is about the broadest you can have at the 
departmental level. And with the proper selection of staff candidates 
and with a well-devised training program, it becomes a most useful 
medium in this direction. Here again we find a significant common 
denominator between the functions, for the qualifications prerequisite 
to either activity in the main are similar if not identical. The creative 
intelligence, the communicable personality and the analytical mind 
are desired of candidates for the auditor and for the methods man. 
Interchangeability, therefore, is an accepted and desirable thing. 

Perhaps the sophisticated methods department will, after a time, 
find that it has so inspired the organization with the “know-how” of 
methods that the basic methods activity is being carried on throughout 
the company as more or less of a routine process. 


What is it to do then? Is it to go out of business — to abdicate in 
favor of the line organization? —- To my way of thinking, it should 
by no means abdicate, for at this point lies its “golden opportunity.” 
It is now in a position to act as a consultant in the purest sense. It can 
be far more highly selective than in the past of the projects that it will 
undertake; it can get into highly specialized fields on a more generous 
scale than heretofore, fields such as that of electronics and operations 
research. 


At this stage, the methods department, having specifically carried 
out its integrated program, can look forward, as can the auditing pro- 
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fession, to hitherto uncharted fields of endeavor. As auditing and meth- 
ods meet this challenge, American industry will be aided to prosper. 





SYSTEMS AND PROCEDURES --- 
THE GOOD RIGHT ARM OF 
INTERNAL AUDITING * 


By WARREN M. ALBERT 
Assistant to Vice President, Magnolia Petroleum Company 


UCH has been said and written as to the relative merits of having 

one department responsible for both internal auditing and sys- 
tems work, or separate departments under individual department heads. 
Most of us have definite opinions on this subject and I doubt if any- 
thing said here tonight would make us change that opinion. In my 
Company, Magnolia Petroleum Company, we have one department 
that is responsible for both functions. We believe that this is the most 
efficient method of operating. Tonight, I shall try to tell you why. 


In doing so, 5 shall divide this talk into three parts: 


1. Why we believe that systems and auditing work should be 
combined under one general supervisor. 


to 


Why we believe an internal auditor should be well versed in 
systems work. 


3. An idea as to the kind of work done in our Department. 


REASONS WHY SYSTEMS AND AUDITING SHOULD BE COMBINED 
UNDER ONE GENERAL SUPERVISOR 


1. The similarity in nature and objectives of internal auditing and 
systems work. 

Modern internal auditing demands that the auditor go beyond the 
routine checking of accounting entries. In order to determine that the 
department or unit being audited is functioning efficiently, it is often 
necessary for the auditor to investigate the mechanics by which the 
clerical procedures are performed; in other words, he must check the 
system being used. It is extremely difficult, if not impossible, on many 
assignments to determine where internal auditing ends and systems 
work begins. We feel it is the simpler policy not to try to differentiate 
between the two. Our auditor’s task is simply to determine if the depart- 
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ment or unit being audited is operating at maximum efficiency. If not, 
we suggest remedies or cures for the deficiency. 


2. The similarity in education, training, experience and personal 


characteristics of a good systems man and a good internal auditor. 

A man possessed of the personal characteristics to make a good 
internal auditor and educated and trained in that field will almost 
always make a good systems man. This is proven by the fact that many 
companies transfer men from the fields of internal auditing to systems 
and vice versa; often more than once during their career. A man in 
either of these fields should be well trained in accounting theory; 
should have several years experience in the business in which he is 
working; should be qualified to deal with all levels of management, 
from top executive offices to line personnel; and should be capable 
of expressing himself both verbally and in writing. He is essentially 
a staff man by nature and his work is coordinating, investigating, and 
advising rather than line operation. In this respect, he is not a substi- 
tute for management and normally has no authority to make policy or 
advise line personnel on the method of doing their work. (Except in 
those cases where he is helping install a new system or revising an old 
one). His approach must be constructive and helpful, as well as accurate 
and thorough, and his finished report must represent an analysis of all 
the facts. He is invaluable in giving an independent appraisal of the 
job being done and the best ways of improving that job. 


3. The advantage of having one man carry through the job to com- 
pletion. 


In our opinion, there is a distinct advantage in having one person 
who is able to discover a weakness in a system, recommend the neces- 
sary changes and after obtaining approval of line management, help 
install the necessary procedures to see that the weakness is corrected 
and to follow through at a later date to determine that the work is 
being carried out as planned. On any major project undertaken, a great 
deal of hard work, considerable research, and much effort toward devel- 
oping a friendly attitude on the part of the personnel being audited is 
necessary to get to the heart of any trouble. We feel that it is more 
efficient to let one man, after he has done this preliminary work, finish 
the job rather than turn the job over to a separate systems department 
man who must of necessity retrace the steps of the auditor before 
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beginning his task. To use an example from the field of sport: Isn’t 
it better to let one back, after he has broken through the line, carry 
the ball completely down the field for the touchdown rather than 
have him stop at the 50 yd. line and make a lateral pass to another 


back, with all the dangers of a possible fumble and the resulting loss 
of the ball? 


4. The advantage of having one department head responsible for both 
functions. 

Friction that sometimes occurs between the best operated systems 
departments and internal auditing sections when they are under sep- 
arate supervisors is avoided. Furthermore, top management has only 
one supervisor to deal with rather than two. A more continuous pro- 
gram of positive action is assured. 


5. A combined department produces better men for possible future 
executive positions. 

A man who is capable of detecting weaknesses in any accounting 
system and is also able to make the necessary adjustments is naturally 
a better man because of his knowledge of both of these functions of 
administrative control than is the man who is trained only in one or 
the other function. In the process of helping install the system and 
seeing that it operates -he acquires some of the techniques and prac- 
tices of the operating departments. This, in my opinion, is necessary to 
produce a good executive, for an executive is a doer rather than an 
adviser. 

Why do we feel that an internal auditor should limit himself to 
being merely a diagnostician? When we take our car to a garage 
any good garage man will find out what is wrong and then with our 
permission will make the necessary repairs to get the car in operating 
order again. A lawyer, doctor, engineer, or member of almost any 
other profession follows the practice of finding out what is wrong and 
then suggesting the remedy. No doubt you have heard the same criti- 
cism about auditors that I have heard many times. That is, we are 
too prone to criticize and condemn an installation when we cannot 
suggest a better one. In our Company we have learned not to do this. 
For as Charles Kettering of General Motors once said: “We have a lot 
of people revolutionizing the world because they never have had to 
present a working model.” 


6. The advantage of economy of operation. 


Economy seems to be a lost word in many companies these days. 
But when the pendulum swings, as it surely will some day, once more 
economy of operation will be a necessity. A department responsible for 
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both duties requires only one department head and should operate with 
less personnel than two separate departments. 


AN AUDITOR SHOULD BE WELL VERSED IN SYSTEMS WORK 


Some of the functions usually performed by a modern systems 
group are: 


1. To develop, issue, and install new procedures as the need arises. 

This is a field that is generally regarded as a “no man’s land” by 
most internal auditors. Their opinion is that an internal auditor should 
never originate nor install a new procedure for he may be called upon 
some day to conduct an audit of that same installation and would be in 
the unenviable position of having to criticize or approve the procedures 
that he had previously installed. From a strictly theoretical standpoint 
there is a logic to this reasoning, but in actual practice in our Company 
we have found the following to be the case: When a man who is both 
an internal auditor and a systems man develops and installs a pro- 
cedure, we get a well organized, compact procedure primarily because 
the individual is capable of seeing both sides of the picture — the need 
for adequate control as well as the need for a simple, easily operated 
system. To refute the argument of a man auditing his own installation, 
it is very seldom in a large company today with the turnover that 
exists that the same auditor will be called upon to audit the installation 
he installed a few years previously. The supervisor could make sure 
this did not happen by his arrangement of assignments but, even if he 
were called upon to do this, it is my belief that the type of auditor I 
am speaking about is broadminded enough and capable of intelligently 
criticizing his own procedure after he has seen it in operation for a 
period of time. 


2. Analyze and revise existing procedures. 

Here’s where I feel there is a definite advantage in having the 
auditor well versed in the art of procedures. After all, who is more 
qualified to revise an existing procedure than an auditor who after mak- 
ing an internal audit of an individual procedure or a department is 
thoroughly familiar with the weaknesses that exist and the problems 
to be solved. Or who is better qualified to be positive that sufficient in- 
ternal check is provided. 


3. Simplify operating systems and methods. 

Here again the auditor is in an excellent position to make recom- 
mendations for simplifying operating systems and methods. He is the 
man who has followed the present system right through all of its rami- 
fications in the course of his audit. At that time, while the details are 
fresh in his mind he is best prepared to recommend and install methods 
that would simplify the present system. 
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4. Prepare and maintain organization charts. 

This work does appear at first glance to be somewhat foreign to the 
normal work of an internal auditor, however, the preparation of a set 
of organization charts for a company or department often discloses 
weaknesses that exist within the organization. Possible loopholes in in- 
ternal check can be discovered when responsibility is definitely estab- 
lished on an organizational chart. 


5. Measure clerical requirements and establish clerical personnel bud- 
gets. 

After an auditor has worked for several weeks in a department, he 
is possibly the person most capable of determining whether a particular 
department is overstaffed or understaffed. He is aware of the volume 
of work being turned out by other similar departments and the numbers 
of employees in the respective departments. In our company we are 
called upon quite often by the executive offices to check requests for 
additional employees to determine if there is a bona-fide need. We re- 
gard this as an important part of our work. 


6. Supervise activities closely related to systems work, such as forms 
control, stationery stores, office lay out, control of office furniture 
and equipment, etc. 

We feel that this work is very necessary for either systems work 
or internal auditing. Some of our best leads for needs for audits occur 
through our forms control. A request for a new form may be a signal 
that some department head is going off on a tangent and is preparing 
to do a considerable amount of work that is already being done in an- 
other department. By having all of our work flow through one central 
channel we are able to catch these cases as they occur and curtail them. 
Now what would be your name for that type of work? Systems work, 
internal auditing, take your pick? It can be called simply good man- 
agement. 

A knowledge of grades of paper and printing, familiarity with the 
various methods of reproducing forms, an idea of the advantages and 
disadvantages of each type of office equipment on the market, a knowl- 
edge of correct office layouts, all of these things are of infinite value 
to an internal auditor. In our opinion, an internal auditor can not do 
the best possible job without a knowledge of the comparable advantages 
of individual brands of office equipment and machinery. The constant 
revision of these machines necessitates a continuous study on the part 
of the members of the auditing or systems staffs. An auditor may not 
need to know all these things to make a routine audit, but this knowl- 
edge could sometimes enable him to give that little extra service that 
characterizes the better employee. 








EXTENDING THE SCOPE OF 
ONE COMPANY’S PRACTICE OF 
INTERNAL AUDITING” 


By H. G. KIMBALL 


Manager, Lockheed Aircraft Corporation 


Virtually every audit program begins with the appraisal of account- 
ing records and reports, policies and procedures. Here are described the 
steps taken in one company in progressing beyond the accounting field 
to the appraisal of operating performance. 





HEN our chairman announced his program, he promised that we 

would get together here this evening each to reminisce about 
some unique experience — about something that was different; some- 
thing that had challenged our ingenuity; something that had enlivened 
our auditing life. 


Looking back over my own auditing life, I recall plenty that struck 
me as different; plenty that challenged my ingenuity; plenty that even 
enlivened my life, one way or the other. But little of it ever came as a 
single, sharp incident, like a spectacular shot in golf. Rather, most of 
it came in the process — or as the culmination — of a lot of hard, dirty, 
slugging work. So the story I shall tell you this evening relates to that 
kind of stuff: to a lot of hard, dirty, slugging work, over a period of 
some seven years, going back to 1947, when we first set out deliberately 
to extend the scope of our internal auditing at Lockheed and to do it 
according to plan. 


From the time Lockheed’s present General Auditing Department 
started in 1941 until the end of 1946, we did a fair bit of work outside 
the auditor’s then conventional field, some by request, some by our own 
decision. But, during a lot of that time, the period of the second world 
war, we were preoccupied with what we regarded as specifically war- 
time work, mostly with matters involved in our subcontracting. And, 
when we were not preoccupied with that, we gave most of our time 
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to conventional work: to seeing whether our accounting policies and 
procedures should ensure that our accounts would fairly reflect; to see- 
ing whether our accounts did fairly reflect in fact. We planned most of 
our conventional work; little of any of the other. However, by 1947 
we had most of our specifically wartime work pretty well cleaned up. 
So we had a chance to think of what we ought to do from there on out, 
in times we thought we should be able to regard as normal. 


We were quite sure of two things: those of us who were left by 
then wanted to keep our jobs; we wanted to increase the value of our 
service to the company; and we wanted to make more money, too. But 
how? By just checking accounts? We doubted it. For one thing we re- 
called that when people — either accountants or others, but especially 
others — had asked us questions, they had seldom asked us whether 
our accounting policies and procedure ensured, whether our accounts 
fairly reflected. And even when they had, we recalled that they had 
seemed to place little value on the labor required to develop an answer. 
Apparently that labor was too commonplace. 


On the other hand, we recalled that when people had asked us 
questions they had generally asked us whether some group — their 
own or another — was doing a job and, if not, why not. And we re- 
called that when they had, they had seemed to place great value on 
the labor required to develop an answer. Apparently that labor was 
not so commonplace. And apparently people able to perform it were 
not held so cheaply. 


These recollections gave us a tip as to what we ought to do. Ap- 
parently in the answer to the question, are they doing a job, we had 
something we could sell in a larger market at a higher price. And ap- 
parently in the question itself we had something else we needed: a low 
common denominator in terms of which, talking to clients or talking 
to staff, we could handle any inquiry we might ever have or wish to 
make. For example, in the field of accounting the question would run, 
are they doing a job of accounting? In the field of management, a job 
of managing? And so on. 


Howe be sure we knew what we were doing, we took a poll. 
We asked several of the company’s managers, accountants and others, 
what they would like most to know from us after we had made an 
examination. Their answers confirmed our recollections. With surpris- 
ing unanimity, and in just «bout so many words, they said that they 
would like most to know whether, in our opinion, they and their people 
were doing the job management was looking to them to do, and, if not, 
why not. 
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So with our recollections, and with our inferences from these recol- 
lections pretty well confirmed, we set out to extend our practice and to 
do it according to plan. But even with the ready blessing and support 
of our top management, we still didn’t find the going real easy. First, 
we found that we still had to sell a number of first-time officials, one 
by one. Second, we found that we still had to sell and resell ourselves 
and our staff; novel jobs still dismayed us. And, third, we found that 
we still had to find even a basis on which to plan. 


We undertook to achieve the first pretty much by sticking to 
Christian behavior: we did onto others as we would have had them do 
unto us. We discussed our purpose frankly. We enlisted their aid in se- 
lecting the yardsticks by which they would be judged and the tests by 
which those yardsticks would be applied. And, finally, we promised, 
and lived with the promise, that the man on any job would be the first 
to hear our findings, opinions and suggestions. 


We undertook to achieve the second pretty much by sticking to 
our question: Are they doing a job, and if not, why not? By sticking 
to that we found that there was little, with management’s help, we 
couldn’t do. Most of our organizations were both able and more than 
glad to show us that they were doing a job. And those that weren't able 
to show us that were still generally able and more than glad to show 
us why not. 


Finally, after much thrashing around, we undertook to achieve 
the third simply by trying to cover our organization charts instead of 
our chart of accounts. But here we set ourselves some limits. We had 
neither the time nor the knowledge and skill to review the performance 
of every job. So we fell back on the Statement of the Responsibilities of 
the Internal Auditor, approved by the Directors of Tue Inst1ruTe in 
1947. As you may remember, that statement says, among other things, 
that internal auditing “is a type of control which functions by measur- 
ing and evaluating the effectiveness of other types of control.” 


With that to guide us we decided, for example, not to try to extend 
our auditing to out-and-out production jobs; other control groups such 
as Inspection, Production Control and Accounting regularly performed 
the staff work required to help line management keep that work under 
control. But we did undertake to review the work of these control 
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groups plus the work of other persons and groups having planning, 
custodial and control jobs to perform. And in some cases, either directly 
or as an incident to some other review, we undertook to review the act- 
ual operative work performed in such service units as Receiving and In- 
dustrial Relations. 


On the whole, I should say that the auditors (as some of you 
know, I am no longer one of them) have succeeded in these undertak- 
ings. They are still working, indeed in proportionately larger numbers 
than in 1947. Their services are sought or welcomed more than ever. 
They are making relatively more money. They have a plan, a three 
year plan, quite broad in scope. And this year they will complete the 
first of these — one we finally evolved in 1951. As time passes, they will 
undoubtedly find that they still have a way to go. But, in my opinion, 
their progress thus far makes a story well worth the telling. 






















OPPORTUNITY UNLIMITED * 


By F. A. COOPER 


Management Service Bureau 


With permission to cross departmental lines — to come into close 
contact with every level of his business — the internal auditor has “op- 
portunity unlimited” to be of service to his management. He can pro- 
mote communication up and down the line and contribute in a positive 
way to the understanding and the solution of company problems. He 
must be alert to recognize opportunities and to demonstrate his useful- 
ness. 


P MANAGEMENT, as it is commonly termed, is the administra- 
tive organization set up to manage and administer the properties 
and affairs of a corporation. It comprises members of three distinct unit 
organizations, namely: 
The board of Directors, who are responsible for the trustee func- 
tion; the chief executive officers, responsible for the operation of 
the corporation as a whole, and those officers or executives respon- 
sible for the administration of the major functional units of the 
corporation. 


Major functions of management include: * 


1. The planning and charting of objectives. 

2. The development of sound organizational policies. 
3. The designing of effective means of control. 

4. The selection of qualified personnel. 

5. The co-ordination of co-operative effort. 
N 


Much of management’s work is delegated to subordinates, who in 
turn become responsible for particular phases of the total company 
effort. 

The organization chart of a large company graphically presents 
its formal succession of functions and responsibilities. Until quite re- 
cently many company organizations were deficient in one respect. They 
did not authorize any individual or group to cross departmental lines 
and recommend or institute remedial action to correct weaknesses or 
inefficiencies which might exist within a particular department or group 
of departments. 


*Chester I. Bernard—“The Functions of the Executive.” Harvard University Press. 
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This deficiency has been remedied in many companies by the ap- 
pointment of an internal auditor and by conferring on him the requi 
site authority to cross departmental lines in the performance of his 
duties. The acceptance of internal auditing as a tool of management 
with authority to appraise performance in many areas has given in- 
ternal auditors unlimited opportunity to assist management in effec- 
tively discharging its various functions. 

The implications of management's action in authorizing the in- 
ternal auditor to act on its behalf in areas which were formerly re- 
stricted, are a challenge to the internal auditor’s ingenuity in solving 
new problems and to his ability to cope successfully with unfamiliar 
situations. Many internal auditors have accepted this implied challenge 
and have established versatile internal audit departments which make 
dynamic contributions towards improved management control. Others 
have been content to function in a negative manner and confine their 
activities to prevention and verification programs. 

Public auditing principles and practices have greatly influenced 
the development of internal auditing. Endorsement by leading public 
auditors has given the profession an impetus it would not otherwise 
have received and the high standards of performance demonstrated by 
outstanding members of Tue InstiruTe or INTERNAL Auprrors have 
accelerated its wide acceptance by mangement. 


Quite naturally these influences have emphasized the prevention 
and verification aspects of the internal audit function to date. While 
this has been highly beneficial to the growth and universal acceptance 
of internal auditing, there are. nevertheless, some indications that 
purely protective internal auditing has certain limitations which must 
be seriously considered by internal auditors if they are to derive maxi- 
mum benefit from their opportunity to render vital assistance to man- 
agement in a constantly changing atmosphere of diverse pressures. 

The application of scientific principles to manufacturing processes 
and generally standardized patterns of labor rates and distribution 
methods have had the effect of narrowing competitive advantages to the 
comparatively small area of administrative efficiency. Clerical costs 
have consequently assumed vast importance and their control has be- 
come a major management problem. 


EXAMPLES: 


The pulp and paper industry is a major factor in Canada’s econ- 
omy. Mills are located in almost all provinces from Newfoundland to 
British Columbia yet all pulp paper producers use similar types of ma- 
chines and processes. Labor rates vary to some degree between regions, 
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but within regional areas there is little fluctuation. Individual locations 
benefit from superior power and water facilities but all use practically 
the same methods to get their logs to the mill and their finished pro- 
ducts to the consumer. Administrative efficiency is the factor which 
largely determines the relative progress of individual companies. 


Likewise in the textile industry which is located chiefly in New 
Brunswick, Quebec and Ontario. All mills obtain their raw materials 
from comon sources and looms, spinning machines and other processing 
equipment is similar throughout the industry. Labor rates are standard 
in all areas and here again, administrative or management efficiency is 
the determining factor in the success or failure of individual companies. 


Due to market conditions, one of these widely differing industries 
is presently highly prosperous while the other is severely depressed, 
yet the individual companies in both industry groups will in the long 
run, progress or decline in proportion to the skill and efficiency of their 
respective managements. Administrative efficiency in any company is 
the result of skillful management of many contributing functions. It 
denotes that the company is getting the most for its money and is suc- 
cessful in blending economy with effectiveness. 


Exclusively protective internal auditing cannot effectively aid man- 
agement in this area but positive internal auditing can do much to 
assist in obtaining maximum efficiency and resultant cost savings. In 
considering a decision as to whether the internal auditor should em- 
phasize »rotective or positive internal auditing, several questions re- 
lated to recent and anticipated developments in handling accounting 
data arise. These include: 

1. Are further mechanized and electronic developments in proces- 
sing accounting data likely to improve automatic internal con- 
trol sufficiently to permit any relaxation of manual and visual 
checking operations? 


to 


Are present auditing methods capable of dealing effectively 
with electronic processing of accounting data? 

3. To what extent do we recognize the impending adaptation of 
electronic devices for processing accounting data in everyday 
business? 
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4. Are we prepared to take the lead in investigating the possible 
application of electronic computing methods in our own com- 
panies? 

Office equipment manufacturers are spending many millions of 
dollars in developing these electronic devices because they are con- 
vinced that they provide the best solution to the clerical cost problem. 
They have no intention of limiting the sale of this equipment to gov- 
ernment departments and a few very large companies. They will be 
made economically attractive to a great many companies; internal audi- 
tors must keep abreast of these and other developments in the data pro- 
cessing field. 


The impressive advances of leading public auditing companies in 
the management control area are most significant. They are intensi- 
fying their efforts to take the lead in applying current and projected 
systems developments to their client’s needs. Internal auditing can aug- 
ment this effort and provide management with essential data from 
which decisions respecting the merits and cost of various systems may 
be derived. 

The progressive internal auditor will acquire the necessary skills 
to enable him to take an active part in these developments. He is 
ideally fitted for special management assignments in this area for he 
possesses an overall perspective of the total company effort and is cap- 
able of giving authentic opinions respecting the personalities and abili- 
ties of individuals within the organization. He can readily assess the 
effect any contemplated change will have on other departments and 
persons. He is trained to be objective in his appraisal of existing factors 
and he has gained the confidence of his fellow workers. They will do 
their utmost to assist him in overcoming any technical problems which 
may arise in operating areas and he is always available if trouble or 
dislocations develop. 

The internal auditor who possesses the capacity for constructive 
thinking and keeps himself informed on improvements and develop- 
ments in his company’s line of business and in allied fields can render 
invaluable service to management. There is no limit to his opportunities 
if he will take the initiative in analyzing management's ever changing 
problems and in advancing constructive ideas which will assist in over- 
coming them. He must convince management that his ability and quali- 
fications can greatly extend his present value to the organization and 
he must recognize his opportunities to demonstrate this capacity. 

The internal auditor must continually search for opportunities to 
make tangible contributions towards increased efficiency throughout 
the entire organization or his prestige and authority may rightly be 
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challenged. If he is not alert to his opportunities and decisive in his 
action he will sooner or later be superseded in the management area 
by more enterprising and aggressive persons. The internal auditor has 
the background, temperament and perspective which give him a tre- 
mendous advantage over his fellow workers and his opportunity for 
advancement to executive rank is unsurpassed by any other person in 
his company. 

The outstanding members of this INstrruTe are those who have 
demonstrated over and over again that they have the capacity to con- 
tribute positive action in helping to solve management problems. These 
members were not content to set up an internal audit program and con- 
fine themselves to supervising checking operations thereafter; they 
tackled the problems they encountered and have reaped the benefits 
of increased authority and greater satisfaction from their efforts. 

They recognized deficiencies in many areas and analyzed the rea- 
sons underlying them. They thoroughly realized the practical advan- 
tages of clinical experience and applied this principle in seizing every 
opportunity to discuss their work with fellow members of this INnstt1- 
TuTE. They have benefitted from the constructive ideas and cumulative 
experience encompassed in the various INstiruTE publications and dis- 
cussed in detail at Chapter meetings and Conferences. These privileges, 
which we all enjoy, are of tremendous importance and further re- 
search and experience will undoubtedly result in expanding the use- 
fulness of internal auditing to all areas of management. 

In considering the respective merits of protective and positive 
auditing we should ask ourselves this question: 

Do we presently satisfy management’s requirements to the fullest 
extent of which we are capable? 

The answer in many cases is ‘no’; — all too frequently, heavy 
protective audit schedules add up to a full time job which precludes 
any possibility of utilizing the internal auditor’s talents and training 
to assist management to overcome its many problems and deficiencies. 
His enthusiasm and zeal in scheduling a full time protective internal 
audit activity must be tempered by allowances for meeting unexpected 
situations which require careful thought and exhaustive analysis. 


Problems occur in many places; they are by no means confined 
to the management area. While a few of them require management 
attention, they are, nevertheless, very important to the person con- 
fronted with them and an unnecessarily delayed solution will adversely 
affect his efficiency. Their solution depends largely on an examination 
of all the contributing factors and identification of the strategic factor 
which is the key to the situation. Frequently the application of analy- 
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tical common sense is all that is required and an objective appraisal 
by the internal auditor may suggest a solution or emphasize a particular 
factor which has not hitherto been apparent to the individual con- 
cerned. The fact that the problem exists should be sufficient reason for 
the internal auditor to intervene informally — without the necessity of 
awaiting a formal invitation to participate through properly authorized 
channels. 

Many companies tend to over-emphasize formal organization and 
apparently do not fully appreqjate the personal factor in dealing with 
their employees. The internal auditor is usually the management repre- 
sentative most closely associated with the rank and file of the organ- 
ization. He can, by example and encouragement, do much to dispel any 
idea that top management is a remote monster with an insatiable appe- 
tite for profits and a total disregard for the happiness and well being 
of its employees below a certain rank. 

All employees, regardless of their station, obtain some degree of 
satisfaction in doing their job and have some measure of self respect. 
Such personal factors can be very powerful influences throughout the 
organization and these desirable qualities should be encouraged and 
developed. The successful internal auditor recognizes the personal 
characteristics of all the various individuals he meets regardless of their 
place in the organizational scale or the importance of their respective 
functions. He will be cordially received throughout his company if all 
employees recognize his desire to be helpful. He may be a first class 
technician and possess a thorough knowledge of company policies and 
organization, but he is not going to get anywhere unless he has earned 
the respect and confidence of his fellow employees. 

Very often he will uncover deficiencies which might not otherwise 
become apparent through casual conversation. Whenever he is the 
recipient of constructive ideas or suggestions he must see to it that 
acknowledgment is made to the originator. Employees instinctively 
react in groups tu suspicions and opinions. If only one member of a 
group has been ridiculed or unnecessarily deflated the entire group 
will resent the internal auditor. If, on the other hand, one or two indi- 
viduals in the group have positive experience of the internal auditor’s 
genuine interest in their welfare or have received recognition for mak 
ing useful suggestions these facts will be communicated and the entire 
group will reciprocate this approach. The internal auditor must give 
credit where credit is due and employees recognition of this trait in 
him will enable him to know them better and accomplish infinitely 
more than would be possible if he gave the impression that he con- 
sidered them to be merely numbers on the company payroll. 

The internal auditor’s responsibility as the representative of top 
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management in the eyes of employees of all ranks is of utmost import- 
ance. The manner in which he discharges this responsibility will be 
the measure of his success. His opportunities are unlimited if he will 
take the initiative in seeking ways and means of helping fellow em- 
ployees solve their particular problems and he will discover that his 
work is a great deal more interesting, for both drama and romance 
abound in business and industry if he will but perceive them. 

He will probably find too, that management will be cordially re- 
ceptive to a great many of his ideas and suggestions, for the co-ordina- 
tion of co-operative effort is one of the most important of management's 
functions and its successful accomplishment is largely dependent on per- 
sonality factors. The internal auditor is the logical person to bridge the 
gap separating management from the men in the field and plant. He 
possesses many of the essential qualifications necessary to promote a 
better understanding of the many problems and difficulties which 
hamper the spontaneous demonstration of teamwork within the organ- 
ization. In an atmosphere of strained labor relations this ability to 
influence opinion may well prove to be an important factor in recon- 
ciling differences. 

Management is a continuous process of leadership and must be 
adaptable to new trends and changing conditions. Its prime requisite 
is sound judgment — and this can come only from experience. The 
internal auditor has unparalleled opportunity to broaden his knowledge 
and develop a wider background of experience by analyzing the findings 
of others engaged in similar work and through evaluating their ideas 
and methods. Vigorous participation in all INstiruTe activities is in- 
dispensable to success in the internal auditing field, for failure to take 
advantage of these opportunities will inevitably leave the internal audi- 
tor far behind the profession’s phenomenal progress. 

Management never intended that internal auditing should develop 
into another specialized function operating in a limited sphere and 
your INstiruTE directors gave due recognition to this fact in approving 
the “Statement of the Responsibilities of the Internal Auditor.” Man- 
agement is today in urgent need of capable assistance in effectively dis- 
charging its various functions over a wide area and the internal auditor 
is exceptionally well qualified to give such assistance. To refrain from 
contributing to the fullest degree possible is not only a disservice to 
management, it is an indication that the internal auditor is unworthy of 
the confidence and privileges which management has conferred on him. 

Management has effectively freed the internal auditor from the 
confines of departmental boundaries. If he will utilize this unique 
freedom of action and wholeheartedly accept its challenge the internal 
auditor will undoubtedly discover that his opportunities are unlimited. 


AUDIT SCOPE DEPENDS 
ON POINT OF VIEW * 


By WILLIAM G. PROCTOR 


Controller, Rich Plan Corporation 





The scope of the internal auditor’s work depends, more than any- 
thing else, upon the perspective of the auditor himself. If he looks 
through management’s eyes, sees what management needs, and sets his 
work and his reporting accordingly, his field of operation will continue 
to broaden. 


HAT the scope of audit work should be is one of the most contro- 

versial matters in the field of internal auditing. Scope has been 
defined as “the range within which an activity displays itself, or the 
range of view, intent, or mental activity.” A man and his wife may 
jointly watch the performance of a chorus line and their range of view 
will be identical; but you may rest assured that their range of intent 
and mental activity are probably quite different because of divergent 
perspectives. 


In internal auditing there are also differing perspectives regarding 
scope, depending on whether one is the auditor, the auditee, or the 
management which receives the audit report. 


VARIOUS VIEWPOINTS 


The Auditor has a professional concern for techniques and methods 
which assure him that he has done his job properly. He must place 
emphasis on performance, and the scope of his work is influenced by 
the necessity to protect himself on the correctness of the conclusions 
drawn. 


The Auditee is concerned with the scope of the audit with respect 
to the reasonableness of the criticism and the equity of treatment ac- 
corded him. 

Management, on the other hand is only secondarily interested in 
the foregoing points, and is more vitally concerned with receiving an 
appraisal of policies, trends, and conditions which affect the operation 


*Delivered at Northeast Regional Conference in Toronto. 
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of the business. The executive wants the complete, accurate picture 
without frilly comments that the auditor instituted procedure “A” to 
ascertain that ledger “X” was in good order. 


In making the foregoing statement, I am expressing a modifica- 
tion of many of my own opinions held several years ago when I was 
active as an internal auditor. Being now more concerned with the 
management approach to problems as a staff comptroller, I find myself 
less interested in relatively unimportant trivia which, at one time, I 
considered significant. Therefore, I have concluded that it might be 
helpful to pass along some of the factors which, in my opinion, should 
determine what the scope of an internal audit examination should be 
if it is to be put to best management use. 


We will assume that there is an existent confidence in the ability 
of the audit staff and the techniques which they employ. The prime 
factor, then, becomes one of confidence in the conclusions drawn. To 
create this confidence, three points should be stressed: 


1. The principle involved rather than the amount of the discrep- 
ancy. 


to 


The trend rather than the present condition. 


3. Consideration of the interpretation of findings in the proper 
perspective. 


The basis of good business organization requires that there be a co- 
ordination of the administrative, sales, productive, and financial func- 
tions. Ultimately everything which happens in a business will be ex- 
pressed in a financial statement of one form or another. Does it not 
immediately follow that the scope of an audit program should follow 
the same broad principles of coordination as the organization which it 
seeks to appraise? 


THE BROADER VIEW 


As a staff comptroller, I need an understanding of the sales pro- 
grams and production plans, as well as accounting techniques, if my 
work is to be most effective. Therefore, when an internal auditor re- 
ports a condition to me which requires attention, I want to know that 
all background conditions have been examined. I submit for your con- 

MR. PROCTOR is Controller of the Rich Plan Corporation and its subsidiaries. 
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sideration that it is impossible to divorce any part of a company’s oper- 
ation from a financial result. I submit for your further consideration 
that this situation defines the scope of effective internal auditing. Yet, 
too many at: staffs are considered only as another part of the account- 


ing depart Sich analyzes office functions. 

Let us |: everal of the broader aspects of company auditing 
and their «1. .e financial picture. 

Sales program: ‘ie in closely to operating budgets and production 
schedules. Therefore, the effectiveness of the sales department will be 
seen in profits. urealistic sales planning and ineffective performance 


mean higher costs, lower profits, and impaired cash position. 


Production planning can be adversely affected by poor sales plan- 
ning, as we may find over/or underproduction as an expensive result. 
Let us look at the production schedules themselves. Poor administra- 
tive production planning means an over-extended inventory position or 
idle production lines. In either instance, profits suffer because of higher 
inventory handling costs or idle time and lost business. 


Safety programs affect employees’ morale and, as a consequence, 
production rates. Good safety planning means better insurance rates — 
therefore, improved profits. 


Salary administration and job evaluation, if properly conducted, 
mean improved morale and better control over wage and salary costs. 


Physical appearance of company offices and other properties affects 
customer relations and public goodwill. Therefore, sales and profits 
can be considerably affected, either advantageously or adversely. 


When I read an audit appraisal of an activity, I want to know that 
every facet of the problem has been explored and that all departments 
involved have been consulted. 


In my opinion, the strongest argument in favor of an unlimited 
field of activity for the internal auditor is that management does not 
have to undertake additional projects in order to fill in gaps in the 
auditor’s examination because he restricted himself to strictly account- 
ing matters. All of these things add up to the range of activity which 
the internal auditor would consider to be ideal. But, now, let us look 
at the “booby traps” inherent in such an unlimited scope and consider 
how to avoid them. 


LIMITATIONS AND THEIR AVOIDANCE *+ 


Lack of management support and overzealousness of unqualified 
personnel are the two things which probably have imposed limitations 
on auditing scope more than any others. To avoid these things requires, 
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first, a clear understanding of policy by management as to objectives 
of the internal audit staff, and, second, a realization by the audit group 
of its own limitations in coping with management problems involving 
the general organization. 


It is not intended that internal auditors should presume to become 
expert advisors on technical problems nor seek to criticize the special- 
ized phases of an operation where special training is necessary. It is 
suggested, however, that the auditor should appraise the reasonableness 
of policies which the specialists have established and the effectiveness 
with which these policies are applied. 


For instance, no auditor need be a safety engineer to see that 
special fire protection is needed in a hazardous area. He can ascertain 
that a safety engineer has been consulted, and then he can see.that the 
engineer’s recommendation for a certain number of fire extinguishers, 
or additional personnel exits, or a sprinkler system have been carried 
out. 


An auditor need not be a stock control expert to peruse store records 
and determine that material is slow moving; and conferences with pro- 
duction people on these materials can usually develop any trends toward 
obsolescence. Visual inspection of stored materials will indicate whether 
reasonable protection is being accorded stored goods. 


These examples indicate how the auditor can add subject matter 
going beyond that which is strictly accounting to his examination. In 
so doing, the auditor gains a better understanding of company business 
— and management profits by having the review of an entire problem 
instead of a piece. 


Internal auditing has now come of age. It is time for the internal 
auditor to realize that scope of work measures the worth to a manag- 
ment, and the degree of scope allowed by management depends largely 
on the internal auditor’s perspective. 


Get out of the mire of detail in your presentations to management. 
Do the detail necessary to complete the audit properly. But spare man- 
agement the details of the operation and lift your thinking to producing 
what I like to call “panoramic conclusion and recommendation” and 
your management will demand the broadest kind of scope in your work. 


THE BROAD SCOPE 


I suggest that you look at the word “Scope”. Drop the “S” and “E” 
and it becomes COP. If you are the latter, your range of activity will 
become small and resistance will develop. 
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If you COPE with the broad field of your company’s problems, get- 
ting the complete answers and interpreting them for management de- 
cision, constructively rather than destructively and if your management 
does not need to institute a whole series of other projects to get all the 
answers to the problem at hand, then the internal auditor is using the 
correct scope. 


Scope, then, should never need definition in the internal auditing 
program, if approached properly by the internal auditor. It becomes a 
circle of action without a perimeter unless the auditor draws the bound- 
aries by his small thinking and limited approach and presentation. 


Sell yourself 

Sell your ideas 

Become accustomed to panoramic thinking 

Relate the present condition to a future result 

Spare your management the trivia 

Remember that every activity and phase of a company ends up on 
a balance sheet or profit and loss statement and your scope automatic- 


ally defies any boundaries. 


Let’s quit looking through the keyhole and open the door and 
look at the whole room. Scope of auditing is not something to be defined 
by directive but is a point of view to be developed by the internal 
auditor himself. 











SOME PERSONAL QUALIFICATIONS 
THAT MANAGEMENT EXPECTS 
THE INTERNAL AUDITOR TO HAVE 


By FRANK B. CLIFFE 


Vice President, H. J. Heinz Company 


Much emphasis has been given, in the literature of the profession, 
to the work of the internal auditor; his technical qualifications and his 
status within an organization. Here, a company financial executive 
looks at the internal auditor, not so much as to what he does, but rather 
what he wants him to do. He deals solely wih the personal attributes 
of the internal auditor; how they help him to do a better job; how 
they enhance his position among other employees, and how they con- 
tribute to the well-being of a company. 


HIS ARTICLE deals with management's ideas of what it wants 

from internal auditors. I could be very brief by saying “manage- 
ment wants unattainable perfection.’ Let me expand those two words 
‘unattainable perfection” and present some of the things that I mean 
by them. 


In the first place, management looks to an internal auditor to 
have a high standard of personal conduct. The internal auditor, whether 
he is roaming around in the plant, or in a branch factory, or in a branch 
sales office, is necessarily working away from close supervision. That’s 
one of the advantages of the job, I am told. An internal auditor, for 
the most part, is away from the normal office situation where there is 
a little section, half a dozen people with a manager in charge, and a half 
dozen of those supervisors with somebody in charge of them, and so 
on up in layers. He’s out on his own a very large part of the time and 
that is not only a privilege but it is a responsibility. It sorts out, in the 
eyes of management. the men who have sufficient judgment to behave 
all the time as though they were under supervision, and at the same 
time to exercise the freedom of judgment and independence of action 
that indicates that they are justified in being given that responsibility 
— that they can carry the responsibility of acting without close supervi- 
§10n. 
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By personal conduct I mean conduct inside the office that is being 
audited and conduct outside the office that is being audited. In the very 
nature of things, an auditor, as part of his work, must criticize. Now we 
can say that criticism ought to be constructive and all that. We can 
bandy it about any way we want, but the internal auditor must criti- 
cize, and anyone who criticizes is asking for criticism in return. If the 
internal auditor’s personal conduct is not all that it should be, he is 
lessening his own value, he is weakening hic profession, and he is 
weakening his own opportunity to be of use to his company. 


Next I'd say that we expect an internal auditor to know everything 
about the company’s policies and procedures. Yes, everything! He isn’t 
just a pencil pusher; he isn’t just a fellow whe puts hash marks on 
the bottom of a column of figures; and he isn’t just a fellow who com- 
pares the receiving report with the purchase invoice The internal 
auditor must be in position to be able to discuss all of the company poli- 
cies and procedures with operating personnel wherever he may be 
working. And that is nigh impossible. No one man in an organization 
can know everything about a company; and yet the closer the internal 
auditor can come to that ideal, the better man he is, the more highly 
he will be regarded by the man whose work is audited by him and by 
those who supervise or get the benefit of his report back in the home 
office. And yet a word of caution — no fellow can fall half so hard as 
the one who tumbles off his own bluff. An internal auditor ought to 
know everything; but there’s a limit, and you should recognize your 
own limitations. If somebody says, “What does Mr. Brass in the Home 
Office think about so-and-so?”’, it is wise to say, “He has never con- 
fided his opinion in me.” In other words, recognize the limitations un- 
der which you may be working. 


Certainly the internal auditor must know the procedures of the 
unit which he is auditing. Some men specialize in a particular type of 
audit. If it is a sales office audit, it is more important that he be thor 
oughly familiar with sales procedures and all of the accounting that 
is related to it than systems of standard cost or time-keeping. If he 
is working in a factory audit he must be better informed on the things 
that are related to factory operations; and, of course, it will vary from 
industry to industry as to what operations are characteristic and what 
sort of things he must know about the operations of his own type of 
factory. A 

You may say, “But an internal auditor isn’t a good man until he 
has broadened himself and has been given the oportunity to test his 
ability on more than one type of auditing.” And by the claim that he 


must have varied experience you are at the same time imposing upon 
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his supervisors the necessity for training men in a variety of types of 
operation. In making better men by broadening them you are assum- 
ing for yourselves as supervisors, responsibilities that you would not 
have if your men were expert in certain fields and if you had one 
group doing just one type of audit all the time and another group doing 
other types of audits. 


When it comes to knowledge of the procedures of the unit that is 
being audited I do not need to stress the changes which have occurred 
within your business lifetimes or in the concept of what an auditor’s job 
is. It might be interesting to take a statistical sample of the opinion 
of a group as to how much time ought to be devoted to the detection 
and prevention of fraud and how much ought to be devoted to verifi- 
cation of mathematical accuracy, broken down into repetitive and non- 
repetitive clerical errors, analyses of weaknesses in failure to follow 
established procedure, weaknesses in failing to recognize the need for 
procedures that haven’t been established, and so on and so forth. 


It’s important for an internal auditor to have a keen imagination 
to recognize the significance of variations from normal, the unusually 
good and the unusually bad. The unusually good may reveal a man 
in a unit who is particularly well qualified to assume larger respons- 
ibilities, because he interpreted standard procedures in a way that is 
particularly helpful to the company, particularly efficient in operating 
his office. You want to keep an eye on that type of man and make 
promotion available to him. What if the departures are unusually bad? 
There, of course, the auditor must get into the question as to why they 
they are bad; some are subject to statistical analysis and some of them 
are not. Some of them are questions of labor turnover, too high a por- 
tion of new employees. Well, why did the former employees quit? 
That is not readily reduced to mathematical terms, because usually the 
explanations that are given on the out notices are not facts. They may 
have some bearing on the facts but they are not the facts; in too large 
a number of cases they do not yield a satisfactory statistical analysis. 
But it may be that the auditor by pointing out the fact that there is 
a high proportion of new employees can help to correct the fundamental 
condition. 
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If the internal auditor is to be any good at all he has to be adept 
in asking intelligent and leading questions for most of which he does 
not desire the answer. But the questions are leading and stimulating in 
that he expects them to produce thinking, and subsequently action, by 
the supervisor or by the individual worker whose operations he is 
reviewing. Questions can be asked that, of course, merely add to work. 
I’m not talking about that type of question, but questions which result 
in the man whose work is being audited reexamining the way he does 
things and why he does things. Now the questions, of course, have to 
be based upon intelligence and knowledge on the part of the auditor. 
He just doesn’t put some words together and stick a question mark at 
the end of them. There’s a reason for the question. He has a suspicion 
that all is not well or that an operation is not being done the best pos- 
sible way. If he can stimulate the man on the job to think out a good 
answer—-not an alibi— a good answer, which may result in a change 
in procedure or a change in operation, then he has made a very real 
contribution, not only to the specific situation but to the growth of that 
man and to the value of that man to the organization as a whole. We 
are all of us proud when we can come up with something that is good 
—that’s just human nature, and if an auditor can stimulate a man in 
the group to do a good job in thinking and producing results, then the 
organization has been strengthened by his visit. 

Management expects an internal auditor to be diplomatic in the 
way he deals with personnel. Haven't we all seen auditors ask questions 
or call attention to errors in self-defeating ways? How many times 
have you heard something that wasn’t too far away from, “You bone- 
head, why did you do it that way?” If, on the other hand, the auditor 
is skillful enough to lead the individua! to discover his own errors, then 
the whole organization has benefited. The internal auditor can sit back 
and say, “Well, I did a good job today.” And the other fellow, not real- 
izing perhaps how much help he has had in making that triumph, 
will consider that it was a delightful day too. 

It is a standard practice in our company that before an auditor 
leaves the job he sit down with the department supervisor and go over 
the audit findings — a draft of the audit report, if you please. That's 
partly self-defense on the part of the auditor. It prevents the auditor 
from saying some foolish thing in a report that the man on the job 
could have corrected from his fuller knowledge of related facts. But 
this is not the chief reason for doing it this way. The important thing 
is that this conference brings the audit report to the attention of the 
manager. He is made a party of it. He has had an important part in 
developing the thinking that goes into the home office report on his op- 
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eration. The result is that when the manager gets the formal report, sent 
down to him through the line organization, it doesn’t come as a shock. It 
doesn’t come in terms of bristling his hair, putting him on the defen- 
sive trying to explain all these things. He is already familiar with the 
comments and suggestions. He has already taken steps to correct some 
of the weak spots and progress has been made before the formal report 
reaches him. 


You may agree that these are good qualities for an auditor but 
even if the auditor achieves one hundred per cent success in all of 
these tests, is he certain to be a good auditor? I'll have to be frank 
with you and say not necessarily. But if he doesn’t score well in these 
characteristics, I think you would agree with me in saying that he 
cannot be a good auditor. It is our job, as management, to get the 
most out of the men who are spending their time under the difficult 
circumstances of being auditors; it's our job. to see that those men 
feel a degree of accomplishment, a degree of participation in manage- 
ment; and that they feel they are helping to build the company for 
which they are working. If you, as supervisors, will devote much of 
your effort to this type of thinking, training your men and leading 
them in developing these characteristics, they will more readily absorb 
the technical phases of their job. A man who is getting along well feels 
he is making progress in the organization, that he is liked. When after 
an auditor leaves an assignment and the manager says sincerely “It 
was good to have auditor Smith with us,” then the auditor himself is 
growing, becoming a better man, a more important part of the organiza- 
tion. Life indeed is well worthwhile for him, and management's ex- 
pectations are being fulfilled. 
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CREATING PROFITS BY AUDIT 


HE objective of every business organization is the earning of profits. 

If the internal auditor is to perform his task effectively he must 
align his objectives with those of his company. His duties, according 
to accepted definition, form a basis for protective and constructive ser- 
vice to management. He might well regard working purposes, the pro- 
tective service, as being one that permits the company to hold on to its 
profits, and the constructive service as one that helps it to increase 
them. While protective service normally consumes the majority of audit 
time, constructive service generally leads to audit results that are much 
appreciated by the management. 


The task of creating. profits by audit involves an imaginative ap- 
proach. Before an assignment is begun, the auditor might consider the 
field of review as though he were owner of the business, searching for 
areas of greater profit opportunity. Each area should then be earmarked 
for attention as a part of the audit. When the audit is completed and 
the follow-up action taken, the auditor should appraise the results of 
these special inquiries and searches. 


With experience, he should acquire a growing skill for unearthing 
sources of added profits. He will do his company a better service, gain 
better recognition for the audit function, become integrated with man- 
agement thinking, and make auditing a more fascinating experience. 
It’s well worth trying. 


AUDITING CASE STUDIES 


Modern business uses a vast quantity of paper. This paper should 
facilitate the smooth flow of operations. ,Unfortunately it often gets 
out of control and either ceases to serve a useful purpose or, at its worst, 
actually impedes operations. The auditor comes into frequent contact 
with the paper that accompanies any business undertaking and has 
a splendid opportunity to make it do its task more effectively. 
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This particular aspect of the auditor’s work is considered in the fol- 
lowing two case studies prepared by the Internal Auditing Committee 
of the American Gas Association and Edison Electric Institute. 


AUDIT OF COMPANY INTERNAL REPORTS 


An unwritten procedure prescribed that the demand reading divi- 
sion furnish semi-annual reports to the sales department of large com- 
mercial accounts with demands consistently less than 20 K. W. It was 
found, however, that the latest report had been prepared nine months 
prior to the audit survey. 


Further investigation disclosed that the demand reading depart- 
ment was not conscientious in preparing the reports because it was felt 
that the sales department took little action to properly reclassify ac- 
counts. On the other hand, the sales department did not consider that 
sufficient information was supplied by the reports as presented. 


A suggested form for this report incorporating all information 
deemed necessary for the sales department was drawn up. Representa- 
tives of the various departments involved were assembled to discuss 
the problem. Agreement was reached that the demand reading depart- 
ment would prepare the report in the revised form each six months; 
and that the sales department would take the necessary action to prop- 
erly classify accounts. The demand reading department was to be noti- 
fied of the action taken in each case. 


Audit procedure now calls for a periodic review of this condition 
to see that the agreed upon measures are being carried out. 


AUDITOR'S CONCERN WITH COMPANY FORMS 


One of the fundamental principles of any good accounting system 
is to be able to keep the books and records in their simplest form, in 
accordance with the needs of the business at a reasonably prudent cost. 


Accounting and all other statistical records will defeat their own 
purpose if they are allowed to grow indiscriminately or to be continued 
in use when they no longer serve a useful purpose. For this reason, it 
is necessary that forms be occasionally reviewed to determine their 
current usefulness. 


A department within the same company may issue more or less 
copies of the same material required than does another department, 
duplication of text material may be released from two or more sources, 
obsolete and unnecessary forms may be issued for a long time without 
being detected and numerous useless and extra copies, in part or as a 
whole, may be prepared for individuals or departments which may 
no longer need them, or perhaps the employee who received them has 
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been transferred to another department, or his old function eliminated 
altogether. 


This all results in useless effort in time and money, which could be 
utilized to better advantage. 


The auditing department can serve a very useful purpose if a plan 
can be inaugurated to review all forms at periodic intervals, even 
though the company may have a systems and methods department 
separate from the auditing department. 


This may be accomplished by a review sectionally, by functions 
or departments, preferably by grouping the forms from the sources to 
the department requiring the information. 


One of the greatest sources of wasted effort utilized in the pre- 
paration and filing of forms is duplication, and this does not necessarily 
mean where the same information is obtained from two or more differ- 
ent sources at the same time. 


It also entails the preparation of a form for certain information 
which is already available in some form or another, or which can be 
obtained in some other report already submitted at the time of issuance. 


Individuals or departments may be releasing similar information 
perhaps in a different set of forms simultaneously with other depart- 
ments but unknown to each other. 


Quite often individuals release numerous copies of the material 
to give broad circulation to the subject, upon the theory that one extra 
copy more or less does not make much difference. 


Upon more careful thought it may be revealed that copies are as 
expensive as originals if they serve no useful purpose. 


Extra paper and carbon, typing and correction, filing and account- 
ing for the number of copies, mailing and postage and utilizing valu- 
able time in unnecessary reading is but part of the useless effort result- 
ing from this false thinking. 


A review of unnecessary extra copies of material should be included 
in any study of forms. 


When copies of a report are available to a group of employees in 
proximity to each other, a “route tag” for one copy only may serve the 
same purposes and the files of each employee may not be cluttered up 
with duplicate copies of each other’s material. 


A case in point may be illustrated by a special and obviously use- 


less report which was being insisted upon by a head of a department. 
As a means of establishing the need, his reports were held in a file for 
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a period of several months, instead of being mailed to him. An officer 
of the company who was interested in this form study questioned the 
employee on certain information contained in one of these reports filed 
away and naturally received no answer. Result: report discontinued. 


This case is not mentioned to refute the good judgment of any 
particular employee, but it does show that any of us can be led to 
follow the easy and safe way of doing things unnecessarily. 


Often the same information can be obtained from the files with 
very little extra effort or from a fellow employee from some other 
department, perhaps in the same building, thus eliminating the need 
for that extra copy. 


Filing, particularly in a public utility, is becoming quite an ex- 
pense in equipment, space and labor, and if the filing department is 
able to maintain a good catalog or index, properly cross-referenced to 
the subject matter, time and effort can be saved. 


In this respect employees responsible for committing material to 
the files should exercise due care in proper labeling of the subject mat- 
ter and instruction for filing correspondence and other documents. 


A commitment binder in the file department, with copies to the 
issuing departments is very useful, not only to assist in finding material 
when wanted, but it will also serve as a source for aging records when 
the time comes to review their possible destruction. 


Contents of the forms may become obsolete or no longer comply 
with present requirement, necessitating redrafting or revision. 


In a recent “desk discussion,”a head of a department questioned 
an auditor as to why all the computations for coal had to be converted 
from tons, to be shown in pounds in all plant records. A further inquiry 
in the main office revealed that the coal shown in pounds was then 
transferred back to tons before entry in the general records. This was 
found to be a waste of effort which had been going on for many years, 
based upon the trust of one department believing the other’s necessity 
of how the information was wanted. 


Along this line, we may give thought to the presentation, in dol- 
lars only, of certain statistical data and reports of such nature which 
do not have to tie-in exactly with the accounting records. Some general 
summary schedules can even be extended in this direction to drop the 
hundred dollar amounts. 


Timing or frequency of reporting is very essential when evaluating 
company forms and records. Some reports may be laboriously prepared 
weekly or monthly, when a quarterly report will suffice. 
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Summaries may replace details in a good many instances and, if 
the information warrants it, it would be preferable to furnish a sum- 
mary report with proper explanation of abnormal changes rather than 
to submit a mass of material for the reader to assimilate and digest, 
particularly if it is intended for a busy executive. 


Records reports and all forms used by a company should be evalu- 
ated as to the purpose for which they are intended and the nature of 
the addressee. 

General ledger paper and forms, for instance, ought to be well 
designed and of good quality paper, while, say bulletin board notices 
need only be of a lower quality. 

Several years ago the writer observed a pad of scratch paper, 
properly bound and with a serial, quantity, year of print and stock 
symbol number printed on the pad. 

Forms used for inter-office memoranda need not be as expensive 
as the ones used for communications with the general public. Station- 
ery used by officers or the board of directors, including minute books, 
should be of the finest quality. 

Special non-official forms prepared by individuals or departments 
for their own use require special consideration. These forms are usu- 
ally prepared by individuals on their own initiative, without the knowl 
edge of the system and methods department, and sometimes become 


unmanageable. 


To make a thorough survey of all forms, it is advisable to prepare 
a list of forms to set forth the facts, and copies of each form should be 
obtained and included with the analysis sheets. 
A partial list of the headings may be as follows: 
Company number 
Title of form 
Purpose of form 
To whom issued 
Number of copies 
Copies to whom sent 
Frequency (daily, weekly, monthly ) 
Remarks. 
If the assignment is too big to do all.at once, it can be done by sec 
tions or departments to which the subject matter is coordinated. 
Summary sheets can then be prepared from these analyses pre- 
liminary to discussion and study, bearing in mind that the ultimate 
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decision must be passed upon by the employee responsible for the 
needed information. 


Interviews with employees should be on the basis of open dis- 
cussion rather than outright critcism, as an employee who consistently 
uses such forms may have a very good idea for their improvement. 


It should be acknowledged that a thorough study of all the forms 
in use will not only reveal some unusual conditions, but it would also 
make employees conscious of their daily work, for, in the final analysis, 
every form must be worked, and work means labor costs. 





THE AUDIT OF A PURCHASING FUNCTION* 


By JOHN F. VOSKUIL 
Internal Auditor, Mayo Clinic 

EDITOR'S NOTE 

The number of companies which do not include the purchasing 
operation in their internal auditing program is diminishing constantly. 
The amounts involved are important and the risk of loss from inade- 
quate or ineffective control is considerable. 

In this article the author points out the essentials of the complete 
purchasing assignment, from original requisition to disbursement 
voucher, together with an outline of the matters to be covered in the 


internal audit program. 


INTRODUCTION 

The purchasing function carries a high priority in the program of 
an internal audit. The need for an audit is immediately apparent when 
the nature of the function is understood. From the point of view of 
verifying figures for report purposes, of course, the auditor cannot be 
satisfied with the inventories or accounts payable without some investi- 
gation of the purchasing procedures. Much more important, however, 
is the exercise of control by management over so important a function. 


NATURE AND IMPORTANCE 


What is the purchasing function, and why is it so important? Some 
think of purchasing in the broadest sense, including all steps in a com- 
plete service of supply. To others it may refer to the locating of sup- 
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pliers, price negotiation, and placing the purchase order. To still others 
it may be no more than just signing the purchase order. As I see it, the 
purchasing function is part of procurement, which is the function of 
providing a business with those materials and services which it requires. 
Procurement is the complete function of supply, from the decision of 
what is needed to the issuance of that item to the using department. It 
starts with management policy at the highest level, and includes pro- 
viding those items which a company may produce or construct for its 
own use. Purchasing deals only with those materials and services which 
must be bought from vendors. It is the implementation of management 
policy through specific procedures, some routine in nature, and others 
requiring more or less frequent exercise of judgment. Purchasing is a 
distinctive function, to be administered by a personnel whose special 
interest, aptitudes, experience, and training qualify them for dealing 
with problems related to getting the proper quality of the right quantity 
at the right time for the best price. 


The importance of this function is based on the fact that the 
materials and services acquired through purchasing may, and usually 
do, make up a large portion of the cost of operation. For this reason the 
activities of purchasing affect the operations of every other department. 
They can materially affect the profitability of the whole enterprise. And 
because purchasing deals with the representatives of other firms, its 
activities can seriously affect the reputation of the company in the busi- 
ness world. 


ELEMENTS OF PURCHASING 


Not all the elements of the purchasing functions are carried out in 
the purchasing department. Those elements ordinarily associated with 
the purchasing department include negotiation with vendors, inventory 
control, and follow-up of orders. The remaining elements include receiv- 
ing and inspection, approving the invoice, and storeskeeping. These 
last elements may or may not be a part of the purchasing department, 
and there is considerable variation between companies in the actual 
handling of them. Where they are included in the purchasing depart- 
ment, care must be taken to see that there is adequate separation of 
function within the department. Where they are handled as separate 
units, they must be close enough to facilitate prompt transmission of 
information. Storeskeeping, involving the physical handling of mater- 
ials, is frequently considered the subject of a separate audit and will not 
be covered here. There are also other activities, such as the disposition 
of scrap and waste, that are frequently associated with purchasing, but 
these are not properly elements of the purchasing function. 


Negotiations with vendors is the key to purchasing. The purchas- 
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ing department acquires over a period of time a knowledge of the needs 
of the company, and of sources of supply where these needs may be met. 
It must be continually on the alert for new sources, new products, im- 
proved and substitute materials. The purchasing agent does not know 
more than the production engineer about the specifications of materials 
to be used, but from his knowledge of suppliers and markets he may 
help to determine the most economical material to meet the require- 
ments. When he has the specifications, the purchasing agent must 
make a careful evaluation of the evidence and arguments of the seller 
in terms of the company’s needs. This involves comparison with the 
arguments of other sellers, judgment of both the seller and his merchan- 
dise, cultivating both the goodwill and the respect of the suppliers, and 
knowing the proper moment to say yes or no. His negotiations should 
cover not only the price but also the grade of the material, and take 
into consideration the dependability of the supplier and the timing of 
deliveries. ; 

The element of inventory control does not mean the keeping of 
stores, which may or may not be a part of purchasing. Inventory control 
is primarily concerned with how much to buy and when. Quantities 
to be bought are based on usage figures and the terms of purchase 
available. Timing of orders and deliveries is decided after reference to 
maximum and minimum inventory figures, and after consideration of 
economical shipping lots, and the problem of storage space and cost as 
against possible shortages. It is important that purchasing have these 
figures available to them promptly. 


Following up on the order is really a continuation of negotiation, 
and is concerned with promptness of delivery according to schedule; 
but it may also include such matters as shortages, damaged shipments, 
unacceptable materials, or errors in the invoice. 


ORGANIZATION OF THE AUDIT 


In organizing the audit of a purchasing function the first step is to 
outline the objectives of the audit. In general, our purpose is to evalu 
ate the procedures and the performance of the function. Are the pro 
cedures consistent with and adequate to carry out management policy? 
Are they definite and understandable? Do they fix responsibility for 
every step? Are they flexible, or must the procedures be rewritten 
every time there is a change in the department? Are they economical; 
that is, do the savings justify the cost? As to performance, is the job 
being done according to the procedures? 


Specifically we need to determine that: 


1. All purchase orders, contracts, and commitments are genuine 
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and have been approved by responsible and properly delegated 
employees, before the company is obligated. 


to 


All goods and services were received, and were in the amounts 
and of the quality for which the company incurred a liability. 
3. The acquisitions have been made at the lowest ultimate cost. 
Here the word “ultimate” is important, for the purchase of 
materials at a lower price may provide apparent savings; but 
if the materials are not delivered properly and promptly and 
the production schedule is thrown out of joint, the ultimate 

cost may be excessive. 

The second step in organizing the audit is to review the major 
responsibilities of the function to be audited. The ten major responsi- 
bilities of the procurement function are these: 

1. The original request for the material or service desired. 
2. The approval of the request. 
3. The negotiation with sources of supply. 
4. The issuance of orders and contracts. 
5. The receipt and inspection of the goods or services ordered. 
6. The checking and approval of terms, prices, discounts, and 
special charges on vendors’ invoices, before payment. 
The matching of the vendor’s invoice with proof of the receipt 
of goods or services. 
8. The recording of the liability. 
9. The distribution of the charge. 
10. The payment of the liability incurred. 


These responsibilities must be established independently of one an- 
other, so that no two are performed or controlled in their entirety by 
any one person. 

The purchase function does not have all of these responsibilities of 
procurement. The request originates and is approved outside of purchas- 
ing, in most cases; and the recording, distribution, and preparation for 
payment of the liability is almost always assigned to accounting. 


The procedures for carrying out these responsibilities may be iden- 
tified with the various forms which are prepared and handled in the 
performance of the purchasing function. These forms are the requisi- 
tion, the purchase order, the receiving report, and the invoice. 


THE REQUISITION 


The requisition contains the original fequest for goods or services, 
and the approval of the request. Of course, it should be written, pre- 
ferably in ink, and prepared in duplicate. One copy goes to purchasing 
and the originating department keeps the duplicate. It should contain 
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accurate descriptions, quantities, catalog numbers and quoted prices 
where known, delivery date, the ordering department, and other in- 
formation. Where possible, a requisition should be made out for each 
supplier. Some companies specify that there should be only one item 
on each requisition, since origination departments don’t always know 
where the goods are to be bought. 


The requisition should be signed by an authorized person in the 
using department, and approved by an authorized person, usually the 
department head. Purchasing should have on file written instructions 
and authorizations for signatures on requisitions. 


As to the audit procedure to be followed, tests are usually made in 
connection with the purchase orders. Before beginning an audit, how- 
ever, the auditor should secure a complete listing and delegated author- 
ities, including special instructions, limits of authority, and specimen 
signatures. This listing should then be signed by a major executive 
to certify that it is in order. 


THE PURCHASE ORDER 


The purchase order is the summary and the confirmation of the 
negotiations with the vendor. Purchase orders should be written, or 
typed on serially numbered forms in as many copies as required. In 
general there should be at least six copies; they will be delivered to 
the supplier, receiving, stores, vouchering, the requisitioner, and pur- 
chasing. The copy for the vouchering unit must be approved by a per- 
son authorized to commit the company. The blank purchase order 
forms must be properly safeguarded. 


The agreement should be clearly stated in the order, and properly 
supported. The orders should show the quantities, specifications, prices, 
terms, time and method of deliveries, and any special conditions. They 
should be supported by properly authorized requisitions, and by such 
additional papers as may be needed—quotations, summaries of bids, 
properly approved change orders, or correspondence. 


The auditor should examine the procedures for determining the 
supplier, with the help of such records as outstanding contracts, com- 
modity classification of items purchased, classified record of vendors, 
catalog files, and files of purchase orders. He should also review the 
procedures for choosing the carrier and the manner of shipment of 
goods; for example, carload or less than carload lots. Procedures for 
“rush” orders and small orders should also be examined. In some cases, 
what appears to be a small order may be a year’s supply for one depart- 
ment. Some departments may get into the habit of marking all requi- 
sitions “rush,” whether or not the circumstances justify it. 
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Groups of purchase orders should be examined for support by 
properly approved requisition. At this point the approvals may be 
checked to the certified list obtained earlier. Check also the additional 
support such as bids or change orders. Be sure that all the terms of con- 
tracts, if any, are complied with in the orders. For example, if a vendor 
is required to carry insurance, such as workmen’s compensation or 
liability, evidence should be present in the form of insurance certificates. 
Examine cost-plus, escalator, cancellation and termination clauses for 
clarity and for the basis of computing costs and fees. There should be 
a provision in such contracts for auditing of the contractor's records 
before the transaction is closed. 


The correspondence with suppliers should be examined for arrange- 
ments which do not appear on the purchase orders or bids, particularly 
those which call for an increase in price after partial completion of a 
contract. 


THE RECEIVING REPORT 


It is preferable to have all goods received at one or more central 
points where they may be checked in and counted. A receiving report 
should be prepared which shows the date received, the quantities, des- 
cription, freight identification, purchase order number, and acceptabil- 
ity of the items. The receiving unit must make at least a preliminary 
inspection of materials. The report should be prepared “blind;” that 
is, quantities and prices of materials ordered should not be available to 
persons counting the goods received. Vendors should be advised to iden- 
tify their shipments with the purchase order numbers, to facilitate 
checking the receiving report to the order 

The receiving report is usually a prenumbered form, prepared in 
duplicate. One copy goes to purchasing and one to the vouchering unit. 
Some companies use a blind copy of the purchase order, which is also 
prenumbered. This serves the purpose except that where the quantity 
area is blocked out or the carbon omitted, the quantity may be read by 
rubbing over it with a soft pencil or by holding it up to a light bulb. 
Also a separate numerical sequence which would appear in date order 
simplifies the year-end cut-off for inventory purposes. 

The persons who count the materials should sign the reports. Then 
the report may be compared with the quantities ordered. This should 
be done by another person, preferably someone from accounting, or in 
the vouchering unit. Claims for damaged goods or correspondence in 
regard to shortages are generally initiated by purchasing, although if 
there is a separate traffic division it may handle claims against carriers. 
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Inspection of materials received may be done by the receiving 
unit, or by a separate inspection unit, or not done at all, depending on 
company policy. Much depends on the nature of the goods; technical 
equipment requires more specialized inspectors than do routine supplies. 
Frequently an inspector is sent from the using department to check on 
items for that particular unit. 


The auditor should review carefully the procedures for adequacy 
to ensure proper quality and quantity. He should also observe the actual 
receiving, counting, and inspection to see that the procedures are fol- 
lowed. 


THE INVOICE 


There is considerable variation among companies in the detailed 
procedures of handling invoices, most of which may be classified into 
two groups. In one group thé invoice goes to the purchasing department. 
In the other the invoice goes directly to the vouchering unit and is not 
seen by purchasing except in the case of a discrepancy between the 
invoice and the purchase order. In this case the copy of the purchase 
order which goes to the vouchering agent must be approved and for- 
warded as soon as it is written. Then all of the checking operations 
are carried out in the vouchering unit. 


Where the invoice goes to purchasing, the purchasing department 
will check the face of the invoice and stamp it with the invoice stamp. 
The invoice should be original, addressed to the company, and show 
reference to the purchase order. The purchasing department will match 
the invoice with the purchase order, checking quantities, description, 
price, terms, and so forth, and attach the vouchering unit copy of the 
order, properly approved, to the invoice. They will also check prices 
on the order to catalogs, discount sheets, quotations or bids, and initial 
the invoice stamp as a record that these procedures are completed. 


The purchasing department will initiate correspondence concern- 
ing shortages or claims for damages which show up on the receiving 
report. Copies of claims or correspondence should be attached to the 
invoice. 

When the checking is complete, the invoice is approved and sent 
to the vouchering unit with the necessary supporting papers. Invoices 
for services and intangibles should be approved by a responsible per- 
son who knows that the services have been received. 


The vouchering unit will match the invoice with the receiving 
report, checking quantities and acceptability, and see that copies of 
correspondence regarding shortages or damages are attached to the 
invoice. They will check the invoice against the purchase order, if this 
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is not done in purchasing. In our case, the original of the requisition 
takes the place of the copy of the purchase order, since it contains all 
the approvals which we want to review in connection with the invoice 
which has been approved by purchasing. 


The vouchering unit then checks the clerical accuracy of the in- 
voice, reviews all prior approvals, reviews the over-all reasonableness 
of the purchase, and approves the invoice for payment. 

The auditor should review the procedures to see that all points 
are covered between purchasing and the vouchering unit, and that the 
major responsibilities are properly separated. He should then examine 
invoices and supporting data to see that invoices agree with purchase 
orders, that the quantities billed are the quantities received, and that 
the prices paid are not in excess of those indicated by catalogs, discount 
sheets, quotations or proposals. He may make some test of the clerical 
accuracy of invoices. The approvals of the purchasing department and 
the vouchering unit should be present in proper form, and if they are 
dated the date should be current with respect to the payment date. 


SUMMARY 


The function of the audit is to challenge every feature of the pur- 
chasing function from a multiplicity of angles, and to determine in 
particular whether: 

1. It conforms to company policies. 

2. Controls are adequate, effective, and efficient. 


Accounting and operating procedures are proper. 


- & 


External regulations are followed. 
5. All records are prepared and stored with adequate care. 
6. Controls provide necessary safeguards against fraud, removing 
all sources of temptation as much as possible. 
It is implicit in good management to examine the nature and 
efficiency of a function like purchasing, affecting as it does the over-all 
success of the operation of the company. 











Subject: 


By: 


ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


The Need For College Courses In Internal Auditing 
EARLE H. CUNNINGHAM 
Published in the Accounting Review, January 1955 


Mr. Cunningham needs no introduction to the members of the Insti- 
tute: a past president of the Institute, Mr. Cunningham retired re- 
cently as General Auditor of General Motors Corporation. 


In this article, Mr. Cunningham expresses his views on the educa- 
tion for a career in internal auditing and makes a strong plea for 
courses at under-graduate and graduate levels designed to equip the 
individual for internal auditing practice. He believes firmly that 
the high standards of modern internal auditing require specialized 
training and warrant the introduction of special courses in our col- 
leges. To justify his views, he reviews the developments in the in- 
ternal auditing profession during the last ten years, outlining what 
is required of an internal auditor professionally, the personal 
qualifications, and the kind of individual training needed to meet 
these qualifications. 


Mr. Cunningham states that the need for college courses in in- 
ternal auditing stems from the increased responsibilities of the 
internal auditor. During the last two decades, the scope of the in- 
ternal auditor's work has broadened: his services to management 
are of a two-fold nature, protective and constructive. Mr. Cun 
ningham traces the shift in emphasis in the work of the internal 
auditor from that of verifying and checking records to that of 
appraising and evaluating. While the verification aspect of his work 
is still important and valuable to management, the internal audi- 
tor’s greatest value to management, Mr. Cunningham contends, 
lies in the constructive services that he renders. 


Continuing, Mr. Cunningham describes the preparatory training 
required of the internal auditor, and the general and special courses 
needed in colleges if the student is to fulfill later on the increased 
responsibilities of the present-day internal auditor. Briefly, he 
recommends a four-year program of carefully selected subjects: the 
first two years devoted to general training in the arts and sci- 
ences; the next two years to business administration subjects. The 
curriculum should include, of course, the necessary technical sub- 
jects. He outlines also a post graduate program for business admin- 
istration graduates employed as junior internal auditors. 


Throughout Mr. Cunningham’s discussion of the education of an 
internal auditor, it is interesting to note the emphasis he places on 
the internal auditor's need for training in human relations and 
communications. The ability of the internal auditor to get along 
well with all types of people and the ability of the internal auditor 
to express himself more than adequately in speech and in writing, 
are both high on his list of personal qualifications and, as such, 
occupy a similar position in the educational program that he rec- 
ommends. 
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Subject: A Project Report of the 1954 Task Committee on Internal Auditing 
Education 


Published in the Accounting Review, January 1955 


or 


During 1954 a committee of the American Accounting Association 
undertook a study of current practice with regard to college courses 
in internal auditing. Members of this committee are: Earle H 
Cunningham, Consultant; Walter B. Meigs, University of Southern 
California, Ambrose M. Reiter, Northwestern University; Wil- 
liam F. Shors, Butler University; and Robert H. Van Voorhis, 
Chairman, University of Alabama. This report deals mainly with 
the major activity of the committee, a survey of college courses 
in internal auditing. 


The report comprises the following four sections: Section I—Courses 
offered nat eee to regular college students at the University of 
Southern California, described by Walter Meigs; Section II 
Courses offered primarily to evening college students at North- 
western University, discussed by Ambrose Reiter; Section III 
Courses taught by a series of practitioners, described by William 
Shors; Section IV—An analysis of the replies received to the 1954 
internal auditing questionnaire, prepared and discussed by Robert 
Van Voorhis. 


In the first three sections of this report, there is outlined a des 
cription of the courses given in internal auditing at various schools, 
how these courses are conducted, procedures followed, and text 
books used. Section IV is largely a summarization and discussion of 
the results of a comprehensive questionnaire relating to internal 
auditing courses which was sent to 175 colleges. 


Subject: Checking The Pulse of Internal Controls 


By: FREDERICK C. MORGAN, Comptroller, The Genessee Hospital, 
Rochester, New York 


Published in Auditgram, January 1955 


Mr. Morgan describes here the significance of a sound system of 
internal controls: what such a system comprises; how it operates 
generally; and, how it acts in the prevention and detection of error 
and fraud. The basic elements of a system of internal control are, 
the author states, the following: a functional organizational plan; 
record procedures and an authorization system: the performances of 
duties and functions in each department to follow sound practices; 
and capable employees. Each of these is considered in turn with 
emphasis however on the things which should be provided for in 
the organization plan and in the accounting structure. 


The author comments also upon frauds and embezzlements, their 
discovery and their prevention. Aside from maintaining an ade- 
quate system of internal control which seeks to prevent frauds the 
author recommends also close evaluation of new employees and 
periodic rotation of old employees. Lastly, the author has a word 
to say about the type of internal auditing which should be used. 
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Subject: (1) Broad vs. Narrow Concepts of Internal Auditing and Internal 
Control, by Robert D. Haun, Professor, University of Kentucky 


(2) The Responsibility of the Internal Auditor for Procedures, by L. 
Campbell, Professor, Emory University 


Published in the Accounting Review, January 1955 


These two papers, both dealing with different aspects of the same 
subject, were presented at the Sixth Annual Meeting of the South- 
eastern Group of the American Accounting Association, held at the 
University of Florida, May 7, 1954. 


Professor Haun discusses the nature and function of internal control 
and auditing describing internal control in terms of its broader 
meaning wherein internal auditing functions as a type of control 
and is a part of the system of internal controls. He traces the 
development of internal control as we recognize it today; starting 
with its earlier and narrower meaning as expressed in the term, 
internal check, and as related to financial records. Continuing, the 
author elaborates upon the more modern concept of internal control 
and proceeds to show how internal control is applied and used 
under its broader meaning. Professor Haun pe briefly the 
function of present-day internal auditing emphasizing its relation- 
ship to internal control and how each is dependent on the other. 


Professor Campbell. in his paper deals with only one aspect of the 
work of the internal auditor, the review and appraisal of perform- 
ance under policies and procedures. He cites first the definition of 
internal auditing as promulgated by The Institute in its Statement 
of Responsibilities of the Internal Auditor, and then, he proceeds 
to discuss the audit of procedures and the contribution the in- 
ternal auditor can make in this area. He points up what the 
objectives and scope of the internal auditor’s examination might 
well be, what factors should be considered in appraising perform- 
ance and in reviewing policy matters, and what details of pro- 
cedures should be evaluated. 


SUBJECT: The Place of the Methods Group Within the Organization 
By: JOSEPH PELEJ, Partner, Price Waterhouse & Company 
Published in The Journal of Accountancy, December 1954 


In this article, the author deals with the function and role of an 
internal methods group. More importantly, based on his wide 
experience in management advisory services, Mr. Pelej points 
out why some methods groups are more effective than others 
emphasizing those factors which contribute to a successful methods 
group. 


At the outset, the author discusses some of the difficulties encoun 
tered when a methods group within a company has not attained its 
rightful place within the organization. In some instances, this 
condition may be attributed to a lack of a well-defined policy 
concerning status or the relationship of the personnel of the meth- 
ods group to others in the organization. Closely related to the 
question of organizational status is the reporting function: to whom 
shall the methods group report? The author feels strongly that 
if the methods group is to be effective its status must be assured 
and its reporting function must be to some highly placed individual 
within the organization. The difficulties which have arisen in the 
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st, the author points out, have not been one-sided: methods groups 
ave also faltered by a failure on their part to retain manage- 
ment’s support through losing sight of management's point of view. 


Continuing, the author proceeds to describe the way a smooth-func- 
tioning methods group should operate. Basic thereto is the need 
for the group to work according to an over-all plan developed by 
the methods group in conjunction with the departments concerned 
and management. Such a plan should pPaedinn mai future organiza- 
tion changes and methods’ improvements; and work projects 
should be scheduled accordingly. 


The author offers some suggestions as to how the methods group 
can best gain acceptance of its findings and its recommendations. 
Basically, aside from technical competence, the personnel of the 
methods group must possess such qualifications as tact and diplom 
acy. Even more important is the ability to get their ideas accepted 
through persuasion and, above all, to prove to others when they 
are making recommendations that they are interested in improved 
operations. 


Mr. Pele} comments also upon the relationship between the intern- 
al methods group and the outside consultant. He points up the need 
for establishine a satisfactory working relationship between the 
two emphasizing the progress that has already been made. 


Subject: The Growing Importance of Internal Auditing 


By: JAMES P. FRENCH, Assistant Treasurer, West Maygill Gas & Oil 
Ltd., Calgary 


Published in The, Canadian Chartered Accountant, January 1955 


In this article, Mr. French, a Canadian corporate executive, re- 
views geerally the development of internal auditing in Canada 
and the evolution of the techniques and duties of the internal 
auditor. Consideration is given primarily to the following: the 
duties of the internal auditor as set forth by our Institute; the 
status of the internal auditing department within the organization; 
and, the relationship between the internal auditor and the outside 
public accountant. Within this framework, the author injects some 
of his own views on the subject which are both constructive and 
interesting. 


Mr. French recognizes the duties of the internal auditor to be 
of a two-fold nature: (1) the appraisal activities, and (2) the 
recommendations for improvement of various phases of the opera- 
tions of the organization. With respect to these various activities, 
the author ascribes to the internal auditor a wide range of duties 
including, for instance, the appraisal of adequacy of staff, office 
equipment, and working conditions. Furthermore, in addition to 
his review of corporate policies, books, and records, the internal 
auditor must appraise, the author states, standards of performance 
of employees in the more important positions. Continuing, the 
author describes the type of person best suited to carry out the 
duties of the internal auditor. He discusses fully the requisites of 
the job and the desired personality characteristics. 


The author comments also upon the status of the internal auditor 
within a company and the need for eétablishing a satisfactory 
working relationship with the outside public accountant. With re 
spect to the latter, he believes that while it is true that the inde- 
pendent public accountant appreciates the growing importance and 
value of internal auditing, internal auditors can do much to pro 
mote an effective and satisfactory working relationship between 
the two professions. 
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Subject: How Electronic Systems Will Affect Accounting 
By: PAUL E. HAMMAN, Partner, Touche, Niven, Bailey & Smart 


Published in the 1954 Annual Meeting Papers, American Institute 
of Accountants, 1954. 


Mr. Hamman, a practicing public accountant, discusses generally, 
the prospective use of electronic equipment in business emphasiz- 
ing its significance for accountants and how it will affect their 
work. He describes automation and mechanization as they relate to 
accounting and what their impact on accounting systems has meant 
thus far. 


Turning to electronic equipment, Mr. Hamman describes the 
various computers now available to business together with specific 
areas of application. He mentions the work of the accounting 
machine manufacturers in this field; he points out the differences 
between the general purpose machine and the special purpose 
machine. ¥ 


Of particular interest is the author's discussion of the two large- 
scale general purpose computers, Univac and IBM’s Model 702: 
where they are used; their costs of installation; and the staff re 
quired for their operation. Mr. Hamman describes also the ex 
tensive planning and systems design required when preparing for 
the use of a large-scale computer in business. 


Subject: Cost Controls as a Tool for Management 


By: J. MceCALL HUGHES, Vice President and Controller, Mutual Life 


Insurance Company of New York 
Published in The Controller, December 1954 


In his introductory remarks, the author points out that manage- 
ment’s thorough knowledge of “production costs’ has been and 
still is a major factor in making American industry the most pro- 
ductive and efficient in the world. But for some reason, the author 
contends, management has been slow in applying this know-how 
of factory costs to office procedures. It has only beer’ within the 
last few years that the problem of office costs has received the at- 
tention it deserves by industry and professional organizations. 
Banks and life insurance companies have made considerable pro- 
gress in this area; and Mr. Hughes, in this article, describes his 
company’s program for the control of office costs. 


At the outset the author enumerates the following four phases 
which should be included in a cost control program: 


Create interest in office costs at the top. 
Provide adequate cost information on a comparative basis. 


whdo=— 


Provide adequate staff assistance to aid each individual 
or department in doing an effective job. 

4. Provide adequate information on results attained and 
recognize individual or group accomplishments. 


Mr. Hughes discusses each of the items and describes what his 
company’s activities are in each of these areas. Although the 
author considers the first phase, creating interest in office costs 
at top management level, as the most important, the second item, 
providing adequate cost information on a comparable basis, the 
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author states, is “the most formidable part of a cost control 
program.’ In his company, he says, the following types of cost 
figures are made use of: (1) an expense budget; (2) functional 
costs; (3) standard costs; and (4) departmental costs by classifica- 
tion of expense. The author defines functional cost as the determina- 
tion of the over-all cost to the company of doing a particular 
piece of work and then proceeds to describe how this type of cost 
information is used as part of the cost control program. 


Lastly, the author discusses briefly the need for adequate q* 
assistance and adequate information on results attained; and, 
re-emphasizes the need for top executive participation to ‘make 
cost control program successful. 


Handbook of Modern Accounting Theory 


Edited by: MORTON BACKER, West Virginia University 


Published by Prentice-Hall, Inc., New York, 1955 


This new one-volume reference work on accounting theory is 
rather unique since it does not deal with the usual meaning of the 
term, accounting theory. Rather, as the editor states in the preface, 
“the purpose of this book is to familiarize its readers with the 
major areas of controversy in accounting’ and “as used in this 
book, the term ‘accounting theory’ does not relate exclusively to 
financial accounting.” The subject matter is outlined in the Intro- 
duction Accounting Theory and The Accounting Profession 

by R. E. Witschey, a member of the Executive Committee 
of the American Institute of Accountants, who points to the phen 
omenal growth of the accounting profession, the activities of the 
professional societies, and influence of regulatory bodies, and the 
problems arising with growth and expansion of business activities. 
The twenty-one chapters that follow, each the contribution of a 
well-known figure in the accounting world, cover major aspects of 
the subject matter. This book is intended for use by accountants 
and auditors as a guide to the controversial areas in the field of 
accounting: it should also be of value and use to accounting 
students as a text book. 


Of particular interest to members of The Institute is the chapter 
entitled, The Responsibilites of the Internal Auditor, the contribu- 
tion of Earle H. Cunningham, General Auditor of General Motors 
Corporation and a Past President of The Institute. After a brief 
word on the origin and development of internal auditing, Mr. Cun- 
ningham, in the light of his wide experience, presents a definitive 
yet concise treatment of modern internal auditing theory as exem- 
plified by the duties and responsibilities of the internal auditor. He 
covers also such matters as the various levels of internal auditing. 
the independence of the internal auditor, and the qualifications of 
the internal auditor. Lastly, Mr. Cunningham deals with internal 
auditing practice, presenting nine case problems in internal audit- 
ing, each of which illustrates the scope of the internal auditor's 
work and the types of services, both constructive and protective, 
that he renders 

(620 pages — Price $9.25) 
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EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue InstiruTe or INTERNAL Aupitors, Room 5507, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 








INTERNAL AUDITOR 


Responsible auditing position available leading to top 
auditor’s assignment in this well established corporation. This 
manufacturer, with headquarters of its multi-plant operation 
in the Philadelphia area, has an outstanding business record. 
Desirous of obtaining a CPA with a Bachelor’s Degree and 
industrial accounting experience — 30-35 years old. Starting 
salary dependent upon individual qualifications within the 

range of $6,500 - $7,500 per year. Box E-163. 








ACCOUNTANTS 
— Foreign Employment — 


Graduate Accountants with minimum 2 years’ Account- 
ing or Office Management experience. 


Must be capable of reading, speaking and writing 
ARABIC. 


Write giving full particulars regarding personal history 
and work experience. Please include telephone number. 


Recruiting Supervisor, Box 19 


ARABIAN AMERICAN OIL COMPANY 
505 PARK AVENUE 
NEW YORK 22, NEW YORK 
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Publications of The Institute of Internal Auditors 


INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD Price $5.65 
(Published by Prentice-Hall—70 Fifth Ave., N. Y.) 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 


INTERNAL AUDITING PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
(Published by Brock and Wallston—39 Atlantic St., Stamford, Conn.) 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS Price $1.65 
(Published by Prentice-Hall—70 Fifth Ave., N. Y.) 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author Price $1.50 








Collections of Conference Papers 
PROGRESS THROUGH SHARING 
Thirteenth Annual Conference—8 Papers 


NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Conf 8 pap 


EDUCATION AND SERVICE TO MANAGEMENT 
Eleventh Annual Conference—9 papers 


MANAGEMENT ACCEPTANCE [includes Bibliography) 
Tenth Annual Conf 2—13 papers (cloth) 











Other Published Material 
ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT 
Research Report Price $1.00 
INSTRUCTOR'S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 
STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 
THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for students No Charge 


Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 


A circular describing the above publications will be sent upon request. Orders should 
be sent to: The Institute of Internal Auditors, 120 Wall Street, New York 5, New York 


Other Publications On Internal Auditing 
(Write to publisher for further information) 
INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 
INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—330 W. 42nd Street, New York 18, N. Y. 
BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
International Textbook Company, Scranton, Pennsylvania 
INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Connecticut 
INTERNAL AUDITING—by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 
INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
H. F. L. Ltd., 66 Chandos Place, London WC2, England 
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